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TO AMEND SECTION 511 (c) OF THE MERCHANT 
MARINE ACT OF 1936 


MONDAY, JULY 23, 1956 


Hovse or REPRESENTATIVES, 
CoMMITTEE ON MERCHANT MARINE AND FISHERIES, 
Washington, D. C. 
The committee met, at 10 a. m., in the committee room of the House 
Committee on Merchant Marine and Fisheries, Hon. Herbert C. 
Bonner (the chairman) presiding. 


The CHatrrmMan. We have for consideration this morning H. R. 
12032. 


(The bill is as follows:) 


{H. R. 120382, 84th Cong., 2d sess.] 


A BILL To amend the Merchant Marine Act, 1936, as amended, to further promote the 
development and maintenance of the American merchant marine, and for other purposes 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That section 511 (c) of the Merchant 
Marine Act, 1936, as amended, is further amended by striking out the second 
paragraph thereof and inserting in lieu thereof the following: 

“In the case of earnings from the operation of vessels documented under the 
laws of the United States and from services incident thereto, or receipts with 
respect to amounts previously deposited, the portion thereof deposited in a 
construction reserve fund established under subsection (b) with respect to any 
taxable year ending after the date on which these amendatory provisions become 
effective shall not be recognized to the taxpayer for the purposes of Federal 
income or excess-profits taxes, 

“For the purposes of this subsection no amount shall be considered as de- 
posited in a construction reserve fund unless it is deposited within sixty days 
after it is received by the taxpayer, except that in the case of earnings from the 
operation of vessels documented under the laws of the United States and from 
services incident thereto in any taxable year, the deposit may be made not 
later than the prescribed date of filing, or any authorized extension thereof for 
the taxpayer’s Federal income-tax return for such year, and if such deposit is 
made on or before such date it shall be considered to have been deposited on the 
last day of the period covered by the tax return.” 

Sec. 2. Section 511 (d) of such Act is amended to read as follows: 

“(d) (1) The basis for determining gain or loss and for depreciation, for the 
purposes of Federal income or excess-profits taxes, of any new vessel constructed, 
reconstructed, reconditioned, or acquired by the taxpayer, or with respect to 
which purchase-money indebtedness is liquidated as provided in subsection 
(gz), in whole or in part out of the construction reserve fund shall be reduced 
by that portion of the deposits in the fund expended in the construction, re- 
construction, reconditioning, acquisition, or liquidation of purchase-money in- 
debtedness of the new vessel which represents gain, earnings, or receipts not 
recocznized for tax purposes under subsection (¢). 

“(2) If any vessel constructed, reconstructed, reconditioned, or acquired or 
with respect to which purchase-money indebtedness is liquidated, in whole or in 
part out of the construction reserve fund (or property having a substituted basis 
by reference to such vessel) is sold, exchanged, distributed, or otherwise dis- 
posed of (except to the extent that gain is not recognized by reason of subsection 
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(c) hereof or of section 1033 of the Internal Revenue Code of 1954), then the 
excess over the adjusted basis of the vessel (or of the property having a sub- 
stituted basis bv reference to such vessel), of— 
(A) in the case of a sale or exchange, the amount realized ; or 
“(B) in the case of a distribution or disposition other than by sale or 
exchange, the fair market value of the vessel or property at the time of such 
distribution or disposition; shall, to the extent that funds so expended 
represent earnings or receipts which have not been recognized for tax pur- 
poses under this section, be considered, for the purposes of the provisions of 
subtitle A of the Internal Revenue Code of 1954, as short-term capital gain. 
Notwithstanding the provisions of section 511 (c) the earnings and profits 
of a corporation shall be increased by the amount of any deposits in the 
construction reserve fund which have not been recognized for Federal tax 
purposes under such section. The term ‘substituted basis’ as used in this 
section shall have the same meaning as in section 1016 (b) of the Internal 
Revenue Code of 1954. 

“(3) In computing the net operating loss deduction of the taxpayer under 
section 172 of the Internal Revenue Code of 1954 for any loss year as therein 
referred to, the gross income of the taxpayer defined in section 172 (c) shall 
include earnings and receipts with respect to such year which have not been 
recognized for tax purposes under subsection (c) hereof.” 

Sec. 3. Clause 3 of section 511 (e) of such Act is amended to read as fol- 
lows: “(3) if any deposit arising out of the same transaction consists in part 
of gain, earnings, or receipts, not recognized under subsection (c), any expendi- 
ture, obligation, or withdrawal applied against such deposit shall be considered 
to consist of gain, earnings, or receipts in the proportion that the part of the de- 
posit consisting of gain, earnings, or receipts bears to the total amount of the 
deposit.” 

Sec. 4. Section 511 (i) of such Act is amended by inserting “, earnings or 
receipts,” after the word “gain” in each instance where it appears in the first 
sentence. 


(The reports on H. R. 12032 follow :) 


COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, D. C., July 18, 1956. 
Hon. Hersert C. BONNER, 
Chairman, Committee on Merchant Marine and Fisheries, 
House of Representatives. 

Dear Mr, CHAIRMAN: Further reference is made to your letter of July 2, 1956, 
acknowledged July 3, inviting our views and recommendations on H. R. 12032, 
84th Congress, 2d session, entitled “A bill to amend the Merchant Marine Act, 
1936, as amended, to further promote the development and maintenance of the 
American merchant marine, and for other purposes.” 

H. R. 120382 would amend section 511 (c) of the Merchant Marine Act, 1936, 
as amended, to provide that the portion of the future earnings from the opera- 
tion of vessels documented under the laws of the United States, or from services 
incident thereto, which are deposited into a construction reserve fund, together 
with interest accruing to the taxpayer on amounts deposited into such fund, 
shall not be recognized to the taxpayer for Federal income or excess-profits tax 
purposes. With respect to the deposit of earnings from the operation of vessels 
and services incident thereto, section 511 (c) would be amended to provide that 
where earnings received in any taxable year are deposited into the fund not later 
than the prescribed date of filing, or any authorized extension thereof, for the 
taxpayer’s Federal income-tax return, such deposits are to be considered as 
having been deposited on the last day of the period covered by the tax return. 
Section 511 (d) would be amended to provide that the basis for determining gain, 
loss, or depreciation for Federal income or excess-profits taxes on a vessel shall 
be reduced by that portion of the deposits in the fund representing earnings or 
receipts which were expended in the construction, reconstruction, reconditioning, 
acquisition, or liquidation of purchase-money indebtedness of such vessel. The 
bill would also provide that in computing the amount of net operating loss de- 
duction of the taxpayer for any loss year referred to in section 172 of the In- 
ternal Revenue Code of 1954, the amount of earnings and receipts which are not 
recognized for tax purposes by virtue of deposit into a construction reserve fund 
shall be included in the gross income of the taxpayer as defined in section 172 
(c) of the Internal Revenue Code and, in the event the taxpayer disposes of a 
vessel by sale, exchange, distribution, or otherwise, any profits realized out of 
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such disposition up to the amount of tax-free earnings or receipts invested in the 
vessel must be treated as a short-term capital gain by the taxpayer for purposes 
of Federal income or excess-profits taxes. 

In our report dated July 23, 1951 (B-91839), to your committee on H. R. 4729, 
82d Congress, which bill provided for tax benefits on earnings and receipts de- 
posited into construction reserve funds similar to those contemplated in H. R. 
12032, we recommended the elimination of benefits in such form and the sub- 
stitution, if necessary or desirable, of equivalent aid in the form of direct sub- 
sidy payments. Such recommendation was predicated on our belief that tax 
benefits result in indirect or disguised subsidies, the cost of which is not de- 
terminable and the amounts of which are not necessarily related to the needs 
of the beneficiaries. It is our opinion that H. R. 12032 likewise would provide 
the taxpayer a disguised subsidy in the form of financial benefits. 

A determination of the necessity for and the amount of additional Government 
aid necessary tO assure a privately owned merchant marine adequate to our 
commerce and defense needs is, of course, a matter for Congress to decide. We 
have no information on the present necessity for additional subsidization of the 
merchant marine, or on the extent, if any, to which accomplishment of the pur- 
poses of the Merchant Marine Act, 1936, may be facilitated by the tax benefits 
which would be authorized under the proposed legislation. However, in the 
event Congress decides that additional aid is necessary, it does not appear that 
providing such aid in the form of indeterminate tax benefits would necessarily 
result in relief proportionate to the need therefor. 

Accordingly, we recommend against favorable consideration of H. R. 12032 
and urge that, in the event additional aid to the merchant marine industry is 
deemed necessary, such aid be provided in the form of direct subsidies which are 
subject to periodic congressional review under normal appropriation processes. 

Sincerely, 
JOSEPH CAMPBELL, 
Comptroller General of the United States. 





TREASURY DEPARTMENT, 
Washington, D. C., July 16, 1956. 

My Dear Mr. CHAIRMAN: Reference is made to your request of July 2, 1956, 
for the comments of the Treasury Department on H. R. 12032 which would 
amend section 511 (c) of the Merchant Marine Act, 1936, to provide tax defer- 
ment for earnings of ship operators deposited in a construction reserve fund. 

Under the provisions of section 511 of the Merchant Marine Act, any ship 
operator may create a special construction reserve fund and deposic therein 
proceeds from the sale or indemnities from the loss of a vessel, as well as earn- 
ings from ship operation and interest on fund investments. If deposits are 
obligated for vessel replacement within a prescribed period, no gain is recog- 
nized for tax purposes on the proceeds from sale or indemnification deposited, 
provided the taxpayer so elects in his return for the year. However, earnings 
transferred to the fund as well as fund earnings are taxable. The amount of 
untaxed gain serves to reduce the tax basis of the replacement vessel for pur- 
poses of depreciation and computation of gain or loss on sale or indemnification. 
It is understood that because of this latter requirement, little use is made of 
this provision today. Vessel operators find it more advantageous to pay the 
lower rate of tax on capital gains so that they can have the tax advantage cf 
depreciating the larger amount at higher income-tax rates. 

In contrast to tax deferment of capital gains provided all operators by section 
511, the Merchant Marine Act also provides under section 607 for the exemption 
of earnings deposited by subsidized operators in certain capital and special 
reserve funds. Subsidized operators are required to deposit earnings in excess 
of 10 percent of capital necessarily employed, and, with the approval of the 
Maritime Administrator, may voluntarily deposit additional earnings in such 
tax-exempt reserves. 

This bill would expand the provisions of section 511 so as to permit operators 
voluntarily to make tax-free deposits of earnings in a construction reserve fund. 
Since subsidized operators are now permitted to make such deposits under 
section 607 this amendment of section 511 would be of primary benefit to the 
nonsubsidized operators. The bill provides for a reduction in the tax basis 
of new vessels by the amount of such earnings not recognized for tax purposes 
which are used for their construction, reconditioning, acquisition, or liquidation 
of indebtedness. The amount of earnings deposited, and that gross income 
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shall not be reduced for purposes of computing the net operating loss deduction 
under section 172 of the Internal Revenue Code of 1954. 

Reduction in the tax basis of a vessel by the amount of tax-free earnings 
devoted to its construction would ordinarily have the effect of reducing depre- 
ciation allowances of that vessel and increasing its future taxable earnings. To 
that extent, this provision would be tantamount to tax deferment, and the 
Treasury would ultimately recoup the tax revenue lost. So long as the operator 
continued to use the construction reserve fund for vessel replacement, however, 
the tax benefits would continue and there would be no offsetting recoupment by 
the Treasury. 

Although the bill is apparently intended to benefit principally nonsubsidized 
operators not entitled to tax benefits of section 607, the bill would also liberalize 
somewhat the potential tax benefits of the subsidized operators. Whereas vol- 
untary deposits of subsidized operators now made under section 607 are subject 
to the approval of the Maritime Administrator, under the bill these operators 
could use section 511, which would not require such approval, for the same 
purpose. Moreover, the full tax benefits to subsidized operators would not be 
contingent upon remaining on the subsidy, as is the case under existing law. 

This bill would, therefore, greatly expand the tax benefits now provided the 
American merchant marine. 

The Internal Revenue Code of 1954 has greatly liberalized the depreciation 
allowances permitted all American business to remove possible tax deterrents 
to new investment, without discrimination with respect to the nature of business 
conducted. There appears to be no compelling reason why a special tax advan- 
tage should be given to the American merchant marine for this purpose. 

Past Treasury studies indicate that such tax concessions are not an efficient 
device for the distribution of Government aid to the maritime industry. The 
largest benefits are generally received by those companies which have the greatest 
ability to finance vessel replacement out of their own resources, and the com- 
panies most in need of assistance tend to realize the least benefits. Tax con- 
cessions of this type, Moreover, are generally not a desirable form of subsidy 
hecause they tend to become imbedded in the law, and are difficult to remove 
when the need no longer exists. 

The Treasury Department is therefore opposed to the further extension of 
tax benefits to the maritime industry as provided in H. R. 12082. 

The Director, Bureau of the Budget, has advised the Treasury Department 
that there is no objection to the presentation of this report. 

Sincerely yours, 
Dan THROOP SMITH, 
Special Assistant to the Secretary in Charge of Tax Policy. 


The Cuarrman. The first witness on this bill is Admiral Ford, of the 
Maritime Administration. Admiral, you came down to testify on 
this bill, did you not ? 


STATEMENT OF REAR ADM. WALTER C. FORD, DEPUTY MARITIME 
ADMINISTRATOR, DEPARTMENT OF COMMERCE, ACCOMPANIED 
BY LEONARD F. NICHOLS, COMPTROLLER; H. M. HOCHFELD, 
CHIEF, OFFICE OF GOVERNMENT AID; AND E. J. ACKERSON 


Admiral Forp. Yes, sir. 

The CHarrmMan. Go right ahead, Admiral. 

Admiral Forp. We have a rather lengthy detailed statement on this 
bill. We ask that it be placed in the record, and that I may be per- 
mitted to give you a summary of it. 

(The statement is as follows:) 


STATEMENT ON BEHALF OF THE MARITIME ADMINISTRATION, DEPARTMENT 
or COMMERCE 


GENTLEMEN: The bill, H. R. 12032, would amend section 511 of the Merchant 
Marine Act, 1936. 

Section 511 now permits United States citizens who operate vessels in the 
foreign or domestic commerce of the United States, or in the fisheries, to deposit 
in a construction reserve fund earnings from the operation of vessels documented 
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under the laws of the United States, the net proceeds of the sale of a vessel, or 
the net indemnity for the loss of a vessel, and receipts in the form of interest or 
otherwise from amounts deposited in the fund. This is the only statutory fund 
in which unsubsidized operators may make deposits for vessel replacement 
purposes. 

Very limited tax benefits are now extended to deposits of earnings in the con- 
struction reserve fund. Such deposits, if expended or obligated within the time 
limits imposed, do not constitute an accumulation of earnings or profits for 
purposes of part 1, subchapter C, chapter 1 of the Internal Revenue Code of 1954, 
which imposes an additional tax on earnings or profits unreasonably accumulated 
in a business. 

No other tax benefit is now extended to deposits of earnings or receipts with 
respect thereto. Deposits of net proceeds of sale or net indemnity for a loss, 
however, receive an additional tax benefit in that no gain is recognized in respect 
of the sale or loss of the vessel if the deposit is, within 3 years from the date of 
deposit, expended or obligated in the construction or acquisition of a new vessel 
or in payment of a purchase money mortgage on a new vesse! or in reconstructing 
or reconditioning a vessel. The Secretary of Commerce is authorized to extend 
this period for 2 additional years. 

If at the end of this period, as and if extended, the deposited net proceeds of 
sale or net indemnity for a loss are not expended or obligated as required, the 
gain from the sale or loss is recognized and must be included in gross income for 
the year in which it would have been recognized as gain if the net proceeds or 
net indemnity had not been deposited. Interest on the deficiency thus created, 
however, runs only from the time the gain is required to be included in gross in- 
come and not from the date the tax thereon would have been payable if the net 
proceeds or net indemnity had not been deposited in the fund. 

The tax benefit resulting from nonrecognition of gain in respect of deposits of 
net proceeds of sale or net indemnity for loss is limited by reduction of the basis 
of the new vessel, for gain or loss and for depreciation, by the amount of its cost 
which was paid from the nonrecognized gain. ‘To the extent the basis for depre- 
ciation of the new vessel is reduced by the nonrecognized gain, its annual income 
subject to tax at ordinary rates is increased. 

Under section 511, receipts in the form of interest or otherwise from deposited 
net proceeds or net indemnity receive no tax benefit except that they are not 
considered earnings or profits for the purpose of the additional tax on earnings 
or profits unreasonably accumulated in a business. 

The bill would amend section 511 to provide that earnings from the operation 
of vessels documented under the laws of the United States, which are made in 
any taxable year ending after the bill is enacted, and which are deposited in a 
construction-reserve fund on or before the final date for filing a Federal income- 
tax return for that year, shall not be recognized as income to the depositor. 
The bill would extend the same tax benefits to receipts in the form of interest, 
or otherwise, earned by deposits in the fund. 

Section 511, as it would be amended by the bill, would provide that (1) 
unless such deposits are expended, or obligated for expenditure, under a con- 
tract for the construction, acquisition, or reconstruction of a new vessel (as 
defined in subsection (a) of section 511) entered into within 3 years of the date 
of the deposit, and unless certain construction progress is made within this 
period if the new vessel is constructed under title V, or within 6 months after 
expiration of this period if the vessel is not constructed under title V, or (2) 
unless the deposit is expended for the liquidation of purchase money indebtedness 
on a new vessel within 3 years of the date of deposit, the earnings or receipts 
shall be included in the depositor’s gross income for the year in which the earn- 
ings or receipts would have been taxable if they had not been deposited in the 
fund. Interest on the deficiency so created, however, would run not from the 
time the earnings or receipts would have been taxable if they had not been 
deposited, but only from the time they are required to be included in gross 
income. 

Section 511, as it would be amended by the bill, would reduce the basis for 
gain or loss and for depreciation of a vessel built, in whole or in part, from 
deposited earnings or receipts to the extent that the cost of the vessel is paid 
from such deposits that are not recognized as income under the bill. On the 
sale, exchange, distribution or other disposition of the vessel, however, pro- 
vision is made to prevent a conversion of such earnings from ordinary income 
to capital gains. The importance of this provision is that the earnings deposited 
are ordinary income which, if not deposited, would be taxable at the rate of 
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52 percent; while capital gain, which is what would otherwise be recognized on a 
sale, exchange, or other disposition of the property, is taxable at the rate of 26 
percent. 

To the extent that the bill would reduce the basis of the new vessel for de- 
preciation, it increases the taxable earnings of the vessel. 

To the extent that the bill would treat any gain on the sale, exchange, or other 
disposition of the vessel as ordinary income, it prevents the conversion of ordi- 
nary income into capital gains. 

In the Review of Maritime Subsidy Policy (p. 99) and in the Review of the 
Coastwise and Intercoastal Shipping Trades (p. 46), both issued by the Mari- 
time Administration and the Department of Commerce, it is recommended that 
the same tax benefits extended to subsidized operators under the Merchant Ma- 
rine Act, 1936, be extended to unsubsidized operators. An examination of sec- 
tion 511 as it would be amended by the bill, however, raises the following ques- 
tions as to whether the bill would satisfactorily implement this policy— 

(a) The bill would not require the unsubsidized operators to come to the 
Maritime Administration with a construction program before making tax- 
deferred deposits in the fund. One purpose of the recommendations, in the 
reports referred to, was to require such operators to make plans for a con- 
struction program, and to present such plans to the Maritime Administration 
in sufficient detail so that the cost of the vessels to be constructed could be 
estimated, before tax deferment on deposits of earnings and receipts would 
be granted. The voluntary deposits of subsidized operators are controlled by 
the Maritime Administration. Under current regulations, voluntary deposits of 
subsidized operators are limited to 50 percent of the replacement cost of their 
vessels if they have a specific fleet-replacement program in their contracts, and 
25 percent of such costs if they do not. In either event, however, the Maritime 
Administration has considerable control of the replacement program of a sub- 
sidized operator. The bill makes no provision for any participation by the 
Maritime Administration in the timing or quality of replacements by unsub- 
sidized operators, 

(b) The bill would invoke the present requirements of section 511 with respect 
to the time within which deposits must be expended or obligated to obtain tax 
deferment. These provisions were designed for application to proceeds of sale, 
requisition, or loss of vessels, and there is a question as to the extent to which 
these provisions should be made applicable to deposits of earnings. They may 
be unduly restrictive. 

(c) In addition to the tax deferment of deposits of earnings, the bill would 
permit the operator to take a depreciation deduction for income-tax purposes. 
Subsidized operators are required to fund their depreciation by depositing an 
amount equal to such depreciation in their capital reserve fund. They receive 
no additional tax benefit from funding their depreciation. There is a question 
whether tax deferment of earnings by unsubsidized operators should not be 
limited to so much of their deposits of earnings as exceed their depreciation 
charges. Otherwise it appears that they would be getting a double depreciation 
deduction with a requirement that only one such deduction be funded. 

(ad) The bill would prevent a conversion of earnings (which would be ordinary 
income if not deposited) into capital gains. This is entirely proper. The bill, 
however, would leave in effect the present provisions of section 511 which re- 
quire a conversion of deposits of capital gain into ordinary income. This means 
a conversion of a 25 percent tax into a 52 percent tax, and raises a question 
whether under an amendment of section 511 the reciprocal conversion of capital 
gain and ordinary income should not be prevented in both directions. 

(e) The bill would allow deposited earnings to be tax deferred even if used 
to pay a purchase-money mortgage. This may be a good policy, but it raises a 
practical question whether more new construction would not be obtained if 
use of the fund to pay such mortgages were prohibited. The objective of aid 
is to get actual new construction. 

(f) The bill would require that if the fund is not expended as required to 
obtain tax deferment, interest shall run only from the expiration of the time 
limit to expend the deposit, rather than from the date the earnings would have 
been taxable if not deposited. This would permit in substance an interest-free 
loan to the depositor from the date of deposit to the date he fails to invest 
as required, which would be a tax benefit to the depositor without finally result- 
ing in new construction of vessels for the United States. 

(g) The bill would not exclude subsidized operators from the benefit of its 
provisions. This would provide an easy means for subsidized operators to 
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avoid the Maritime Administration’s limitations on the amount of such opera- 
tors’ voluntary deposits. 

(h) The benefit of the provisions of the bill would be open to industrial car- 
riers such as large oil companies or steel companies. This may be proper, but 
consideration should, nevertheless, be given to whether the tax benefits provided 
by the bill should be extended to such carriers. 

(i) The bill does not change the definition of “new vessel” in section 511. 
Under this definition any vessel built after 1939 could qualify as a new vessel. 
This definition would allow tax benefits to vessels that are not newly constructed 
after enactment of the bill. 

(j) The bill does not provide a means for replacing a vessel built with deposited 
earnings. To the extent a vessel is built with deposited earnings, it loses its 
basis for depreciation, and no means is provided by the bill for an accumulation 
of depreciation deposits in the fund, since section 511, as it would be amended 
by the bill, would require the expenditure or obligation of a deposit to be made 
under a contract entered into within 3 years of the deposit and would require 
within this period that certain progress be made with the construction of a new 
vessel. To provide for replacement, a provision would be necessary that would 
permit an accumulation of funds for at least 17 years, allowing 3 years for con- 
struction of the replacement. 

The Maritime Administration favors legislation to amend section 511 with 
proper controls and restrictions to permit the deposit of earnings from ship opera- 
tions in construction reserve funds on a tax-deferred basis with adjustment of 
the tax basis of the replacement tonnage to reflect the tax deferment accorded the 
earnings used for its construction. 

However, the Department of the Treasury and the Bureau of the Budget do 
not look with favor upon tax-benefit measures as a means of subsidizing new 
construction. We are examining and eeneine this problem in an attempt to 
work out a measure satisfactory to the Government and to the achievement of 
the purpose desired both by Government and by industry. We have not as 
yet been able to work out such a measure and, therefore, cannot present amend- 
ments or recommendations necessary to secure good legislation at this time. We 
suggest that S. 3909 be deferred for consideration until the next Congress. We 
believe that favorable consideration of this legislation at the present session, 
without arriving at the best possible measure from the Government standpoint 
as well as the industry standpoint, would be prejudicial to the enactment of 
effective legislation. 

The Bureau of the Budget has advised that it would interpose no objection 
to the submission of this statement. 


Admiral Forp. The bill H. R. 12032 would amend section 511 of the 
Merchant Marine Act, 1936, which now permits United States citizens 
who operate vessels in the foreign or domestic commerce of the United 
States, or in the fisheries, to deposit in a construction reserve fund 
arnings from the operation of vessels documented under the laws of 
the United States, the proceeds from the sale, loss, or requisition of 
vessels, and earnings made by the fund. Deposits of earnings, how- 
ever, do not lose their status as income to the depositor. Thus, they 
continue subject to income tax. The bill would amend section 511 to 
provide that such earnings shall not be recognized as income to the 
depositor for income-tax purposes, so that these deposits would have 
the benefit of tax deferment. 

In the Review of Maritime Subsidy Policy (p. 99) and in the Review 
of the Coastwise and Intercoastal Shipping Trades (p. 46), both 
issued by the Maritime Administration and the Department of Com- 
merce, it is recommended that the same tax benefits extended to—— 

The CHatrmMan. Pardon me, Admiral. The review of what ? 

Admiral Forp. Those are the Review of Maritime Subsidy Policy— 
it is the so-called Murray report, which was issued 2 years ago. 

The CuarrMan. I just wanted to identify it. 

Admiral Forp. The other is the Review of the Coastwise and Inter- 
coastal Shipping Trades, which was just issued this last year. 
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The CHarrMan. Yes. 

Admiral Forp. In these publications it is recommended that the same 
tax benefits extended to subsidized operators under the Merchant Ma- 
rine Act, 1936, be extended to unsubsidized operators. The bill has a 
similar objective, but it does not, in our opinion, satisfactorily 1m- 
plement the recommended policy. These are serious questions which 

require further consideration. 

The bill requires no construction program from the depositors before 
making tax-deferred deposits in the fund. It would give tax defer- 
ment as accorded to subsidized operators but without comparable Gov- 
ernment control of building programs for depositors making tax- 
deferred deposits. 

The bill would invoke the present requirements of section 511 with 
respect to the time within which deposits must be expanded or obli- 
gated to obtain tax deferment. These may be so restrictive as to ham- 
per program objectives. 

In addition to the tax deferment of deposits of earnings, the bill 
would permit the operator to take a depreciation deduction for income- 
tax purposes which is not required to be deposited in the fund. 

The bill properly prevents conversion of earnings (which would be 
ordinary income if not deposited) into capital gains, but would leave 
in effect the present provisions of section 511 which require a conver- 
sion of deposits of capital gain into ordinary income. 

Since the objective of section 511 is new contsruction, there is a 
question whether more new construction would not be obtained if use 
of the fund to pay purchase money mortgages were prohibited. 

The bill would require that, if the fund is not expended as required 
to obtain tax deferment, interest shall run only from the expiration 
of the time limit to expend the deposit, rather than from the date the 
earnings would have been taxable if not deposited. This would permit 
in substance an interest-free loan to the depositor from the date of de- 
posit to the date he fails to invest as required, which would be a tax 
benefit to the depositor without finally resulting in new construction 
of vessels for the C nited States. 

The bill would not exclude subsidized operators from the benefit of 
its provisions. This would provide an easy means for subsidized oper- 
ators to avoid the Maritime Administration’s limitations on the amount 
of such operators’ voluntary deposits. 

Consideration should be given as to whether the benefit of the bill 
should be open, as the bill provides, to industrial carriers, such as large 
oil companies or steel companies. 

Under the definition of “new vessel,” any vessel built after 1939 
could qualify as a “new vessel.” This is inconsistent with the objec- 
tive of securing new construction. 

With further reference to the objective of the proposal, the bill does 
not provide a means for replacing a vessel built with deposited earn- 
ings. 

The Maritime Administration favors the objective of the legislation, 
but there must be proper controls and restrictions and sound imple- 
mentation of the objective. 

The Department of the Treasury and the Bureau of the Budget do 
not look with favor upon further extending tax-benefit measures as 
a means of subsidizing new construction. We have attempted to work 
out a measure satisfactory to the Government and to the achievement 
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of the purpose desired both by Government and by industry, but we 
have not as yet been able to work out such a measure. We cannot, 
therefore, present amendments or policy recommendations necessary 
to secure good legislation at this time. We suggest that H. R. 12032 
be deferred until the next Congress. We believe that favorable con- 
sideration of this legislation now, without arriving at the best possible 
measure from the Government standpoint as well as the industry 
standpoint, would be prejudicial to the enactment of eilective 
legislation. 

The Bureau of the Budget has advised that it would interpose no 
objection to the submission of this statement. 

I have with me Mr. Nichols, of the Maritime Comptroller’s Office, 
and Mr. Hochfeld, of the Office of Government Aid, to answer any 
of the questions which may be asked on this measure. 

The Cuairman. The committee does not usually ask this question, 
Admiral Ford, but due to the lateness of this session and the general 
understanding of what might take place this week let me ask: Have 
you appeared before the Senate on this bill ? 

Mr. Ackerson. Yes, sir. There was a statement made before the 
Senate committee. 

The CuamMan. Has the Senate held hearings on this bill ? 

Admiral Forp. Yes, sir. : 

The Cuamman. Do you know anything about what action was 
taken ? 

Admiral Forp. There has been no action so far. 

The Cuamrman. Did you offer any amendments to the bill in the 
Senate / 

Admiral Forp. I believe our statement was the same. 

The CuarrMan. You offered the general statement ? 

Admiral Forp. The same general statement we have made here was 
made before the Senate. 

The Cratrman. Is it my understanding that this bill would change 
the general policy under which these deposits are now being made 4 

Admiral Forp. It would change it to the extent—— 

The CuarrMan. With respect to replacement ? 

Admiral Forp. Yes, sir. 

The Cuatrman. The general policy now on deposits of this nature 
is for the replacement of the fleet / 

Admiral Forp. That is correct. 

The CuarrMan. It can only be used for that purpose ? 

Admiral Forp. Yes, sir. 

The Cnatrman. If it is taken out then the tax is payable? 

Admiral Forp. It is then subject to tax the same as any other 
earnings. 

The Cuatrman. If this were reported out and if it were to become 
a law, it would change the whole purpose of the deposits ? 

Admiral Forp. I think the purpose of the bill is to bring the non- 
subsidized operators into line on the same basis with respect to tax- 
exempt deposits that now applies to subsidized operators, but I do not 
believe that the bill as now written accomplishes that purpose. 

The Cuarrman. There is not an objection to placing them all on 
the same basis, then ? . 

Admiral Forp. No, sir; we do not feel that this bill accomplishes 
that. 
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The Cuarrman. I understand, then, that you feel this would unbal- 
ance the status quo? 

Admiral Forp. Yes, sir. 

The Cuarrman. I just have a message that the Senate does not pro- 
pose to report this bill out this year. 

So long as we are here in this hearing, Mr. Tollefson, do you have 
any questions ? 

Mr. Totierson. At this hour of the session I have a hard time fol- 
lowing any tax matters. 

The Cuatrman. You might have a hard time following them your- 
self, but they are going to follow you. 

Mr. Totierson. They do a good job on that every month. 

As I understand it, the Maritime Administration does not object 
to the principle involved in this bill, that is, of extending the benefits 
now accorded to subsidized lines to nonsubsidized lines with respect 
to earnings on deposits in construction reserve funds. 

Admiral Forp. That is correct, sir. I might add, not only the 
Maritime Administration, but also as I mentioned in my statement, 
the Review of Maritime Subsidy Policy and the Review of the Coast- 
wise and Intercoastal Shipping, were issued by the Department of 
(ommerce with the concurrence and approval of the White House. 
I believe that as a matter of principle they are in agreement. 

I also mentioned that the Department of the Treasury and the 
Bureau of the Budget as a matter of principle are in disagreement 
with the extension of the tax-exempt deposits for this purpose. 

Mr. Totierson. What was their position with respect to the exemp- 
tion of earnings on deposits of subsidized operators in the original 
instance? Have they been opposed to this principle all the time, 
whether it applied to subsidized lines or not? 

Admiral Forp. In our general discussions with them—and I do not 
have the record before me—I do not believe they opposed this when 
it was passed in the 1936 act, but it is a matter of principle. I believe 
they favored direct aid rather than this method, which they consider 
to be an indirect aid. 

Mr. Totierson. That is in line with the general policy of the Treas- 
ury Department. They collect the taxes. They are opposed to a lot 
of things in principle. 

Was there not something like this included in the long-range ship- 
ping bill we considered here a few years ago? Was there not some 
provision in the long-range shipping bill as it was introduced to do 
this very same thing? 

Admiral Forp. I do not believe I follow you on the long-range ship- 
ping bill. Ido not know just what you are referring to. 

Mr. Totierson. Mr. Ackerson, do you remember ? 

Mr. Ackerson. Yes, sir; there was such a provision included and 
considered in the 1952 long-range bill, but it was eliminated because 
of opposition in the Bureau of the Budget or the Treasury Department. 

Mr. Totierson. That was my understanding and recollection of it. 

Mr. Ackerson. Yes, sir. 

Mr. Totierson. I just wanted to verify that. 

Speaking personally, so long as we are putting this on the record, 
it seems to me extending this to subsidized operators would mean 
that certainly the nonsubsidized operators ought to have the same 
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privilege of having their earnings on deposits in the construction- 
reserve fund exempt from income tax. 

Now, as I understand your testimony, if the bill were approved 
in this present form it would not only give the nonsubsidized operators 
this privilege but it would upset your present program with respect 
to subsidized operators ? 

Admiral Forp. That is our understanding; yes, sir. 

Mr. Totierson. Have you any suggested Tanguage ! q 

Admiral Forp. We have not. We are trying to work out language 
but, as I suggested, we are working with the Treasury and the Bureau 
of the Budget to try to reach some agreement on suitable language. 
We have not been able to come up with any. 

Mr. Totierson. I have one other point. I understand from what 
you say that the bill does not carry the same safeguards with respect 
to nonsubsidized operators as your present program does. 

Admiral Forp. That is correct. 

Mr. Totierson. I think that is all, Mr. Chairman. 

The Cuarrman. Mr. Boykin ? 

Mr. Boykin. No questions. 

The Cnatrman. Mr. Garmatz? 

Mr. Garmatz. No questions. 

The Cuarrman. Mr. Allen? 

Mr. Aten. No questions. 

The Cuairman. Mr. Miller? 

Mr. Miter. Do I understand you to say, Admiral, that this money 
would be deposited but it would not have to be used for this purpose 
later on if the company decided to withdraw it ? 

Admiral Forp. That is our understanding of the present bill. 

Mr. Miniter. What date would they start paying interest on this 
money? They would then have to pay taxes on the money ? 

Admiral Forp. The date they withdrew. 

Mr. Hochfeld will answer your question. 

Mr. Hocurexp. As we understand the bill, sir, the income would be 
reported the year in which either the money was withdrawn or the 
period during which the money may be held had expired. The 6-per- 
cent interest would run from that date rather than from the date of 
original deposit. 

Mr. Miter. Of original deposit. So asa matter of fact it produces 
a tax loophole if certain people want to deposit the money and then 
take advantage of it later on. 

Mr. Hocnrexp. It could very well be considered as an interest-free 
loan from the Government. 

Mr. Mituter. Thatisright. That is all. 

The Cuatran. Mr. Zelenko ? 

Mr. ZetenKo. Admiral, in effect this amounts to a tax deferment 
rather than a tax benefit, does it not, generally speaking ? 

Admiral Forp. Yes. 

Mr. ZeLEN«Ko. In other words, if I understand this testimony, in 
principle the Maritime Administration favors such a provision as this 
bill advocates? .In principle ? 

Admiral Forp. Yes, sir. 

Mr. ZetENKo. As a matter of fact, that was what your report of 
December 25, 1955, suggested ? 

Admiral Forp. Yea sir. 
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Mr. Ze_enKko. There are, however, according to your statement and 
the Maritime Administration feelings and the Bureau of the Budget 
position, certain “bugs” in this bill which you feel should be ironed out 
at this time ? 

Admiral Forp. That is correct. 

Mr. Zetenko. If those “bugs” were ironed out then you feel a bill, in 
principle, such as this advocates would be favorable to the entire indus- 
try ¢ 

Admiral Forp. Yes. 

Mr. ZeLtenko. One of the “bugs” you find in here is that although 
the general purpose of this bill is to help the domestic or the non- 
subsidized operators it also would provide some increased benefit to the 
subsidized lines, which we are not looking for ? 

Admiral Forp. And, in addition, it does not exercise sufficient Gov- 
ernment control over the funds so deposited. 

Mr. ZeLenko. Now, the bill as written is of course a companion bill 
to 8.3909, is it not: word for word ? 

Admiral Forp. The same bill. 

Mr. Zetenko. That was introduced by Senator Magnuson in the 
Senate. If you are familiar with that, I should like to get your view- 
point. 

The same objections were raised in the Sen: tte hearings as are raised 
here ? 

Admiral Forp. Yes. 

Mr. Zetenko. Do you feel that perhaps some study should be made 
of these “bugs”? TI use the word “bugs” in a colloquial sense, and I 
refer to disputed clauses. Do you feel that perhaps they might be 
ironed out so that we could get a bill which in principle would meet the 
approval of the Maritime Administration ? 

Admiral Forp. We would hope that such a bill could be worked out. 

Mr. 7Zretenxo. If the bill could be worked out, Maritime would 
favor it? 

Admiral Forp. Yes. 

Mr. Zevenko. There was a question raised which I believe your 
associate, Mr. Hochfeld, answered, stating that if the funds de ‘posited 
in this reserve were not used according to the way the bill is written 
in your understanding, Mr. Hochfeld, then, of course, the tax would 
be p: nt as it would have been on the year when it was due? 

* 'miral Forp. No: I do not believe so. 

ie: Hocarexo. I believe, sir, the interest rate attached to it—the 
tax rate attached to it would be the tax rate that was prevailing in the 
year in which the deposit was made. 

Mr. ZeLenKo. In other words, if a deposit had not been made, but a 
tax paid, a if this money were not used, that would be the same 
tax as would have been originally paid? When you used the expres- 
sion “tax-free loan,” what you meant was, let us say, that this money 


might be in the fund for 2 years and the people who had it in the fund 
would not be charged for the 2 years’ interest ? 

Mr. Hocurevp. That is right, sir. 

Mr. Ze.enxo. Even though they had no use of the money and it 
was just lying there ? 

Mr. Hocureip. The money may be invested in securities, in Govern- 
ment bonds, and matters of that sort. 
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Mr. Zecenxo. Is that one of the “bugs” you feel should be ironed 
out, or is that a Treasury Department matter’ We just want your 
viewpoint. 

Mr. Hocnurerp. I do not know whether you would call this particular 
aspect of it a “bug” or an item of disagreement, but it is an item of 
dissimilarity with the way the subsidized operators handle their mat- 
ters. In connection with the subsidized operators, for instance, Mr. 
Zelenko, the tax rate applied is the tax rate existing at the time of 
withdrawal rather than at the time of deposit. There is a difference 
that warrants study and examination. 

Mr. ZELENKO. I want it understood it was not my intention to unbal- 
ance this program. The purpose of introducing the bill here, the 
same as in the Senate, was to further the desire of maritime generally. 
This bill had gotten certain study. 

Let me ask you, sir, 1f | may: Do you have any suggestion along 
that particular line which we might consider, as to the dissimilarity, 
in order to iron that out? Do you feel that the existing provision 
is a better one for the country generally and the industry’ You indi- 

cated that this one, of course, did not meet your favor. Do you have 
any suggestion at all? 

Mr. Hocureip. Not at this moment, sir, without further discussion 
with my colleagues at Maritime and with my colleagues out of Mari- 
time and with my superiors. 

Mr. Zetenko. Are there any other provisions of this bill, the way 
it was originally written, where you can give any suggestion on them 
at this time, or do you prefer, perhaps, to make a study in Maritime 
and submit it to us so that the detail of any bill could meet the 
general principle / 

Mr. Hocnrety. My opinion is that a matter of this importance that 
has tax consequences of this nature should receive the utmost of study 
and that a premature opinion with respect to any particular aspect 
of this bill would not be desirable. 

Mr. ZeLENKO. I do not mean to ask your opinion at this time. Do 
you think that Maritime should make a study of this and submit to 
this committee, and perhaps to the Senate committee also, its sugges- 
tion for having a bill as written conform to the general objectives, 
that is, the desirable objectives ? 

Mr. Hocurenp. By all means, sir. 

The Cramman. I think the principal witness, Admiral Ford, so 
stated that in his overall statement. 

Admiral Forp. Yes, sir. 

The Cuatrman. Did you not do so, Admiral Ford ? 

Admiral Forp. Yes, sir. 

The Cramman. That the bill should be deferred now to permit 
further study of recommendations for the next Congress / 

Admiral Forp. That is correct, sir. 

Mr. ZeLENKO. I wish to indicate to the chairman that I realize 
there are certain “bugs” here. I want to bring this to the attention 
of the committee, because it is a matter of importance, and I think 
the gener: al objectives are very good. 

As T indicated to the committee, this bill is an identical bill with 
that before the Senate. I felt that if we started to look into it at this 
time, by the time that we really got into it we would have a lot of 

&3251—56——8 
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material and could draw up a bill which would meet the objectives. 
I think Mr. Drewry indicated that in his conversation. It was a 
problem I thought we might start to raise questions on at this time. I 
realized we could not succ essfully bring it to an end; it is too important. 

I have no further questions. 

The CHarmman. Mr. Ray? 

Mr. Ray. No questions. 

The CHarrman. Mr. Baumbhart ¢ 

Mr. Baumuarr. Admiral, would this conceivably be of assistance 
to the lake carriers if such legislation were to be adopted ? 

Admiral Forp. I would think it would be equally applicable to them. 

The CHarrMan. Counsel has a question. 

Mr. Drewry. Admiral, the need for replacement and expansion in 
the trades not presently covered by similar features is obvious, is it 
not; for the nonsubsidized, coastwise, offshore, and the Great Lakes ? 
The need for replacement and expansion is equally as great ? 

Admiral Forp. It might possibly be greater, Mr. Drewry, because 
they are operating without subsidy and ‘without certain other advan- 
tages, and this certainly would be of great assistance. 

Mr. Drewry. Have there been any conversations with people in 
that category recently as to whether there are any plans for replace- 
ment or expansion which would be accomplished if something similar 
to this could be enacted ? 

Admiral Forp. There have been a few informal discussions, but I 
don't know of any positive replacement program being undertaken by 
the nonsubsidized operator in the foreign trade certainly other than 
the industrial carriers, and most of those are in the coastwise trade. 

Mr. Drewry. In the domestic trades—are there programs there? 

Admiral Forp. There is a movement afoot in the coastwise trade 
to get something moving, and one of the programs is before Congress 
at the present time. 

Mr. Drewry. Is the Maritime Administration working on the prob- 
lem of finding some means to rehabilitate the domestic trade ? 

Admiral Forp. We are to the extent that we can give assistance, and 
we are conducting studies and giving technical assistance, and any 
other assistance that we feel we can give. 

Mr. Drewry. Would you not in your further study of this par- 
ticular type of legislation endeavor to determine exactly what could 
be achieved, which legislation you would favor and what result you 
could accomplish in tangible terms as to the needs of the particular 
domestic areas? Wouldn’t that be part of your problem in studying 
this, determine what would in fact happen and not just arrive at some 
intangible result which might or might not have satisfactory effects ? 

Admiral Forp. T don’t quite understand your question. We have 
made a study which is a review of the coastwise and intercoastal ship- 
ping trade, and we have recommended that some tax benefits be ex- 
tended to subsidized operators. This is a proposal to do that, and, as 
I stated, we are in favor of that as a matter of principle. 

Just how we go about it is a difficult problem. 

Mr. Drewry. I think your answer to my question is yes, then ? 

Admiral Forp. It is a long question and that is a short answer, Mr. 
Drewry. 

The CuHarrman. You meant unsubsidized operators. In your state- 

ment you said subsidized. 
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Admiral Forp. Unsubsidized. Correct that, please. 

The Cuarrman. If these operators were placed on the same basis as 
the subsidized operator, would that. be unfair? 

Admiral Forp. You speak with regard—— 

The Cuairman. With regard to replacement. That is what the sub- 
sidized operators get, is it not, tax deferment on moneys placed in the 
fund for replacement ? 

Admiral Forp. I would think that that would be a fair arrangement. 

The CHarrman. Would that give the nonsubsidized operators any 
advantage if they do not conform with the requirements of the sub- 
sidized operators ¢ 

Admiral Forp. I would think that it would not if he were an oper- 
ator of only United States-flag tonnage. I think it might if he 
operated foreign-flag tonnage. 

The CHatrman. Does this propose to permit the return of profits 
from ships operated under foreign flag to be placed in the fund? 

Admiral Forp. I would think not. It is the operator himself 1] 
speak of now, not this proposal. 

The CHarrman. But you say it would be an unfair advantage if 
an operator operating both foreign and domestic could be allowed to 
place his American-flag funds in this fund ? 

Admiral Forp. I would think it would be a decided advantage 
to—— 

The CHatirman. How would that be an advantage 7 

Admiral Forp. The subsidized operator has to conform to certain 
trade routes and certain restrictions which are imposed by the Gov- 
ernment in the granting of a subsidy. 

A nonsubsidized operator does not. If he operates foreign-flag 
ships he has certain other advantages with regard to costs which the 
subsidized operator doesn’t have. 

The Cuairman. You would not put any foreign-flag profit in the 
fund ¢ 

Admiral Forp. No, indeed. 

The CHamman. If it were— 

Mr. Toitierson. If you would vield, Mr. Chairman. But he could 
use earnings of foreign-flag ships to build the ships along with money 
in the reserve fund. 

Admiral Forp. I would think so. 

The CHatrman. If it were a simple bill which just placed the non 
subsidized operator in the same status as the subsidized operator and 
gave him the same replacement advantages in depositing his money 
in the fund, and that is all, would you be favorable to that ? 

Admiral Forp. If it could be accomplished, yes, sir. Our main ob- 
jective is to replace United States-flag tonnage, and if this is a means 
of accomplishing i it, we are certainly in favor of it. 

The Cuarrman. Thank you, Admiral. 

The next witness will be Mr. Morgan, president of the Association 
of American Ship Owners. 


STATEMENT OF GEORGE W. MORGAN, PRESIDENT OF ASSOCIATION 
OF AMERICAN SHIP OWNERS 


Mr. Morcan. My name is George W. Morgan. I am an attorney 
at law and president of the Association of American Ship Owners. 
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Our offices are at 76 Beaver Street, New York, and at 1317 F Street 
NW., here in Washington. 

I have with me here Mr. William I. Stoddard, secretary of our 
association, and also a lawyer. 

I am also authorized to speak for the Pacific American Steamship 
Association, whose representative, Mr. Ralph Dewey, is present. He 
may wish to add comments of his own. 

The objective of this bill is to amend section 511 of the Merchant 
Marine Act, 1936, to permit unsubsidized shipowners to make volun- 
tary deposits of earnings in their construction reserve funds with the 
same tax consequences that result from deposits by the subsidized com- 
panies in their capital and special reserve funds. 

A similar proposal was passed by the Senate in 1951. So it is not 
new and it is strongly supported now by our association because it will 
facilitate forward “planning for fleet modernization by shipowners in 
the domestic trades. We believe that the bill has the support of the 
entire industry. 

Representatives of some of the shipowning companies are present 
to tell you why this bill would be so beneficial. For that reason my 
statement will be brief. 

The Maritime Administration in its December 1955 report entitled 
“A Review of the Coastwise and Intercoastal Shipping Trades” 


endorsed the aims of this bill by making the following recommenda- 
tion at page 46: 


4. Amend section 511 of the Merchant Marine Act, 1936, as amended, so as 
to permit nonsubsidized operators to make voluntary deposits in the construction 
reserve fund with the same benefits as are now available to the subsidized opera- 
tors under title VI. 

The interrelated operation of the capital and special reserve funds 
of subsidized ship operators under title VI of the 1936 act are complex 
and have been supplemented by a closing agreement in 1947 between 
the then subsidized operators and the Commissioner of Internal Reve- 
nue. It is important to bear in mind, however, that the net effect of 
these title VI provisions is tax deferment and not tax exemption. And 
it is similarly important to note that what is here proposed is also tax 
deferment and not tax exemption. 

In brief, a subsidized shipowner is permitted—or is required— 
under the act to deposit (a) depreciation reserves and sales and in- 
surance proceeds in a “capital reserve fund,” and (b) earnings in a 
“special reserve fund.” 

Amounts deposited in a special reserve fund may, with the Maritime 

\dministration’s permission, be subsequently transferred to the opera- 
tor’s construction reserve fund. 

The tax results of deposits in these funds are important. 

Amounts so deposited are deducted from taxable income for the 
yes J realized and are therefore not taxed for such year; 

Amounts deposited in a capital reserve fund (or transferred 
anne from a special reserve fund) may be applied to the purchase of 
vessels or to the payment of mortgages on vessels. The tax basis of a 
vessel to which such amounts are e applied, however, is correspondingly 
reduced ; 

Amounts deposited in a special reserve fund (if not transferred 
to a capital reserve fund and then applied to new vessels) may be 
withdrawn at any time to reimburse an operator for subsequent operat- 











AMEND SECTION 511 (C) MERCHANT MARINE ACT, 1936 17 


ing losses (this is tantamount to a long-term operating loss carry- 
back) ; and 

4. An operator may, with the approval of the Maritime Adminis- 
tration, withdraw capital and special reserve fund deposits. In such 
event, any amounts previously tax deferred are included as ineome in 
the year of withdrawal. (This is an important distinction from sec. 
511 deposits, as explained more fully below, where amounts not duly 
applied to new vessels within the prescr ibed time limits are taxed not 
in the year of withdrawal but in the year of deposit. ) 


“CONSTRUCTION RESERVE FUNDS” OF UNSUBSIDIZED SHIP OPERATORS UNDER 
SECTION 511 


Section 511 presently authorizes unsubsidized ship operators to 
deposit insurance proceeds from the loss of vessels, and sales proceeds 
from the sales of vessels, in a “construction-reserve fund.” No capital 

gain is recognized on the excess of the amount of such proceeds over 
the tax basis of a vessel lost or sold if the proceeds are applied within 
the prescribed time limits to the construction or reconstruction of a 
vessel. If not so applied, then such gains are recognized in the year 
of deposit (not in the year of withdrawal as in the case of subsidized 
lines under sec. 607). If the proceeds are duly applied to the con- 
struction and reconstruction of vessels, then the basis of such vessels 
is reduced by the amount of the capital gain so applied. 

The operation of these construction-reserve funds under section 511 
is substantially the same in prine apie as in the case of “involuntary 
conversions” under section 1033 of the Internal Revenue Code of 1954. 


ANALYSIS OF SECTION 511 AS PROPOSED TO BE AMENDED BY THE BILL 


The purpose of the bill is simply to encourage new vessel construc- 
tion by authorizing tax deferment of earnings invested in new vessels 
in substantially the same way as permitted to subsidized shipowners 
under section 607. | Such applic ation of earnings results in “tax de- 
ferment,” not in “tax exemption,” because provision is made for the 
recovery of the deferred tax by a reduction in the vessel’s tax basis— 
and the resulting reduction in its depreciation allowance. 

While the principle of the bill is essentially simple, a full under- 
standing of its necessarily technical provisions requires an analysis— 
subdivision by subdivision—of section 511 as proposed to be amended. 
I am filing such an analysis and would appreciate having it made a 
part of the record. 

The CoatrmMan. That may be done. 

(The analysis referred to 1s as follows :) 


ANALYSIS OF SECTION 511, MERCHANT MARINE Act, 1936, AS PRoposED To BE 
AMENDED BY H. R. 12032 


In addition to the text of the bill, the following legislative material is referred 
to in this memorandum : 

1. For sections 511 (a), (e), (f), (j), (k), (1), (m), and (mn), as amended, 
see the Merchant Marine Act, 1936, as revised to January 12, 1951 ((No. 55) 
United States Government Printing Office : 1951) ; 

2. For sections 511 (b), (ce), (d), (g), (h), (i), and (0), as amended, see 
Public Law 586 (82d Cong., 2d sess.) ; 

3. For the earlier version of amendments proposed to section 511 in 1951, 
See report of the Senate Committee on Interstate and Foreign Commerce ac- 
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companying S. 241 and referred to herein as “the earlier 8S. 241 version” (S. Rept. 
295, 82d Cong., 1st sess.) : 

4. For the later version of amendments to section 511 proposed in 1951, see 
the “amendment (in the nature of a substitute)” to S. 241 and referred to herein 
as “the later S. 241 version” ; and 

>. For the amendments in the form in which they passed the Senate, see 
S. 241 in the form in which it was referred to the House Committee on Merchant 
Marine and Fisheries on August 23, 1951. 

The following is an analysis of each of the principal subsections of section 511 
as proposed to be amended : 


Subsection (@)—No amendments proposed 


This subsection defines the types of vessels to which construction reserve funds 
may be applied. 


Subsection (b)—No amendments proposed 


This subsection enumerates the purposes of construction reserve funds and 
authorizes deposits in such funds of— 

1. proceeds from the sales of vessels; 

2. indemnities on account of losses of vessels : 

3. earnings from the operation of vessels: and 

t, receipts in the form of interest with respect to amounts previously deposited. 

As earnings may presently be deposited, there is no need to amend this sub- 
section. 


Subsection (¢)—Amendments proposed 

Subsection (¢) provides that “no gain shall be recognized” in the case of sales 
or insurance proceeds deposited in a construction reserve fund. 

The proposed amendment to this subsection (¢) would— 

1. add a new paragraph giving the same nonrecognition to deposited earnings ; 
and 

2. add a new qualification to the present second paragraph (which would he- 
come the third paragraph) specifying the time within which earnings must be 
deposited to qualify for such nonrecognition. 

The language of the earlier S. 241 was followed, because the later S. 241 
retained recognition with respect to excess-profits taxes which were then in 
effect. The present third paragraph would become the fourth paragraph but 
would otherwise remain unchanged. 

Subsection (d)—Amendments proposed . 

The amendments proposed to subsection (d) are the longest and technically 
the most complicated of the bill. This subsection presently provides that the 
tax basis of a vessel to which construction reserve fund deposits have been 
applied shall be reduced by the portion of the funds so applied “which represents 
gain not recognized for tax purposes under subsection (¢).” 

The bill would make the following changes: 

1. The present subsection would be designated clause “(1)” with the only 
change being the addition of the following italicized words to the above-quoted 
language: “* * * which represents gain, earnings or receipts not recognized for 
tax purposes under subsection (c).’ The purpose of this amendment, which was 
derived from both the earlier and later S. 241 versions, is apparent and needs 
no explanation. 

2. An entirely new clause (2) would be added to prevent a shipowner from 
converting a deferred income-tax liability into a capital-gain liability upon a 
sale or other disposition of a vessel that has been acquired with deposited earn 
ings. This clause is derived from the earlier S. 241 language, with the code 
references changed to the proper sections of the new 1954 code. (The later 
S. 241 language was not appropriate because it had special application to the 
excess-profits tax law then in effect.) 

The purpose and effect of this clause (2) may be illustrated by the following 
exaniple: 
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(a) A shipowner applies $500,000 of deposited earnings and another $750,000 
of new capital to the purchase of a vessel for the aggregate sum of $1,250,000, 
and (b) the shipowner 6 months later sells the vessel for $1,500,000 : 


Amount realized__ 5 e : $1, 500, 000 
Adjusted basis (as reduced) T50, OOO 
Excess 750, 000 


Excess represented by nonrecognized earnings and therefore taxed as 


“short-term capital gain” : DO), OOO 
Balance of excess taxed as long-term gain___ 250, OOO 
Thee eee eS a |e : T50, OOO 


Without the reduction in basis as provided in this clause (2) the sale would 
result simply in a long-term gain of $250,000. 

In addition, this clause (2) would provide that “earnings and profits” be in- 
creased by the amount of deposited earnings. This is necessary to prevent subse 
quent dividends from being treated as nontaxable capital distributions when a 
shipowner has actual accumulated earnings and profits deposited in a construc- 
tion reserve fund (or invested in ships). 

3. An entirely new clause (3) would be added to make it clear that a ship- 
owner could not make deposited earnings and then claim an artificial operating 
loss deduction for that year. A hypothetical situation anticipated by this 
clause would be a case where an unsubsidized shipowner had deposited $500,000 
of shipping earnings in a tax year in which it had sustained $750,000 of losses 
from nonshipping operations. In computing taxable income for the purpose of 
taking an operating-loss deduction for such year, the shipowner would be 
obliged by this clause to apply its $500,000 of shipping earnings against its 
$750,000 of nonshipping losses so as to reduce its net operating-loss deduction 
to $250,000. 

While the principle embodied in this clause (3) was inelnded in the later 
version of S. 241, the statutory language here proposed has been materially 
altered to conform to the 1954 code section governing operating-loss deductions 


Subsection (e): Amendments proposed 


This subsection presently applies the first-in-first-out rule with respect to the 
deferment cf deposited gains. The proposed amendment would amend clause 
(3) specifically to refer to “earnings, or receipts” as well as to “gains.” 

This is a technical amendment following the language of both the earlier 
and later S. 241 versions. 

Subsection (f): No amendment proposed 

This subsection now excludes deposited earnings from “an accumulation of 
earnings or profits within the meaning of section 102 of the Internal Revenue 
Code.” 

If it is felt that a conforming change is necessary, then this subsection could 
be amended to refer to “section 535 of the Internal Revenue Code of 1954”. 


Subsection (g): No amendments proposed 

No amendments to subsection (g) are suggested for the reasons given below. 

Subsection (g) is a complex provision, list amended in 1952 by Public Law 
586, in which are stipulated the conditions authorizing the nonrecognition of 
deposited funds. Paragraph (1) authorizes the continued nonrecognition of 
deposited funds when expended within the time limits there prescribed 

(1) For the construction or acquisition of vessels: or 

(2) With the approval of the Commission for the reconstruction or recondi- 
tioning of vessels. 

Present paragraph (1) purports to apply to all deposits, and if earnings are 
given nonrecognition, then this paragraph would in its present form apply to 
deposited earnings so expended. 

Both the earlier and later versions of S. 241 modified paragraph (1) to make 
it apply only to deposits “other than a deposit of earnings,” that is, only to 
deposited gains. S. 241 then went. on to add a new paragraph (2) authorizing 
the application of deposited earnings to 
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(1) The construction of new vessels; or 

(2) The acquisition, reconstruction or reconditioning of new vessels “when 
the Commission determines by an affirmative vote of not less than three members 
that the objectives of the Act will be promoted thereby.” 

The only substantive difference between paragraphs (1) and (2) of S. 241 was 
that the Maritime Commission's approval would have been required under para- 
graph (2) in the case of deposited earnings applied to the “acquisition” of ves- 
sels. This small difference is hardly significant and does not seem to warrant the 
complex amendments necessary to give effect to such difference. Moreover, the 
Maritime Commission, which was then composed of five members, has since been 
superseded by the Federal Maritime Board composed of three members and by 
the Maritime Administrator who is charged with making such administrative 
determinations as these. 

If this small difference is not necessary, then paragraph (1) of the present 
law can be left unchanged, and it becomes unnecessary to add a new paragraph 
(2) specifically applicable to deposited earnings. Deposited earnings, as well 
as deposited gains, would then be governed by present paragraph (1), which 
seems to have all the provisions needed to safeguard the Government’s interest. 

Present paragraph (2) (as distinguished from that proposed in 8S. 241 and 
explained above) permits the nonrecognition of deposited funds when applied 
to “the liquidation of existing or subsequently incurred purchase-money indebted- 
ness” at any time within 3 years after the date of deposit. This was added by 
the abbreviated S. 241 in 1952 (Public Law 586). 

No changes, therefore, appear to be necessary in the present language of sub- 
section (g). 


Subsection (h): No amendments proposed 


This subsection, last amended in 1952, authorizes the Maritime Administra- 
tion to grant limited extensions of the period in which section 511 deposits must 
be expended to qualify for tax deferment. 


Subsection (i): Amendments proposed 

This subsection presently provides that when deposited gains are not duly 
expended for new ship construction within the period provided, the tax defer- 
ment is lost and such gains are to be included in the gross income of the tax- 
able year “in which such gain was realized.”” The proposed amendments would 
make the same principle apply to deposited earnings. 

This treatment of taxing unexpended earnings in the year realized is different 
from that provided for subsidized shipowners under section 607, where the in- 
come is made taxable in the year of withdrawal. Since earnings available for 
deposit might be realized in years of higher surtax profits, or of excess-profits 
taxes, the treatment proposed for deposited earnings under section 511 could 
prove to be more unfavorable than that accorded subsidized shipowners under 
section 607. 

Subsections (j) to (0): No amendments proposed 

These subsections would not be amended by the bill. 


Mr. Morcan. 1. As we pointed out at the outset of this statement, 
the Maritime Administration in its December 1955 report on Coastwise 
and Intercoastal Shipping Trades strongly recommends an amend- 
ment to section 511— 


* * * to permit nonsubsidized operators to make voluntary deposits in the 
construction reserve fund with the same benefits as are now available to the 
subsidized operators * * * 


The Cuairnman. You would be satisfied to have nonsubsidized oper- 
ators placed on the same status as the subsidized operators with respect 
to putting moneys in the fund ? 

Mr. Morcan. Yes; that is what we have tried substantially to work 
out in this bill. 

There are, as I will point out, 1 or 2 little minor differences. 

2. In 1951 the Senate passed a bill which would have accorded non- 
subsidized operators tax deferment on deposited earnings applied to 
new vessel construction. 
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3. The bi H. R. 12032 closely follows the bill passed by the Senate 
in 1951 with only the following changes: 

(a) It omits ‘the amendments subsequently enacted by Public Law 
586 in 1952; 

(5) It conforms to the changes made by the Internal Revenue Code 
of 1954; and 

(c) It omits any reference to the excess-profits tax law in effect in 
1951. 

4. The bill H. R. 12032 does not go so far as to give “the same 
benefits as are now available to the subsidized operators” in that (a) it 
would not permit unsubsidized operators to withdraw their deposited 
earnings to reimburse themselves for subsequent operating losses. 

The Cramman. Does the subsidized operator have that privilege? 

Mr. Morean. Yes, sir. 

The Cuarrman. All right. 

Mr. Morcan. (0) It would not give unsubsidized shipowners the 
right, with Maritime Administr: ation approval, to withdraw their 
funds and to pay taxes thereon in a lower tax yen wr; and 

(c) Unsubsidized shipowners would be required to commit their 
deposited earnings within 3 years in order to gain tax deferment, 
whereas no time limit is prescribed for subsidized shipowners under 
section 607. 

Provisions have been carefully made in the bill H. R. 12032 to 
prevent an unsubsidized shipowner from avoiding an income-tax 
liability or from converting a deferred income-tax liability into a 

‘apital gains tax liability. 

We submit that this bill is in the best interests of a strong, modern, 
and expanding merchant marine and we urge that it have your strong 
and enthusiastic support. 

The CHAIRMAN. i ‘ill you address yourself to the objections that the 
Maritime Commission has? 

Mr. Morgan. May I say one thing about the history of the drafting 
of this bill? I think it would be important. 

In the long-range bill, as it passed the Senate, a similar provision 
that we followed very carefully in the draftsmanship here was 
included. 

The same objections were made by the Treasury that are made now. 

Senator Magnuson got hold of Mr. Kirby and said “I understand 
that you do have objections on grounds of policy. I would like to 
have you assume that the policy is decided adversely to you, and you 
work out with Mr. Ackerson of the Maritime Administration, Mr. 
Pellegrini from the Senate Commerce Committee, and the representa- 
tive of the shipowners”—and we retained for the purpose Mr. Gerald 
Morgan. 

The s safeguards the Treasury then wanted have been included in this 
bill, and it is not, I think, as bad from the Government’s point of view 
anywhere near as Admiral Ford suggests. 

I would like to ask Mr. Stoddard to address himself to your question, 
sir, because he made notes. 

The CuarrMan. Give your full name. 

Mr. Stopparp. William I. Stoddard. 

The CuHarrMan. What is your position ? 

Mr. Sropparp. I am Secretary of our association and also a lawyer. 
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In drafting this bill, as Mr. Morgan said, we were particularly 
conscious of possible objections the Treasury might raise, that they 
might charge this had some elements of tax exemption and not tax 
deferment. 

I am happy to hear there is no objection on that score now, and we 
have been most conscientious to eliminate any vestige of tax exemption 
and make this a deferment. 

Admiral Ford raised 10 objections. Apparently none go to the 
principles but to the periphery of the bill. I can answer them rather 
briefly. 

Three objections, the first, second, and tenth that he took up related 
to a lack of control the Maritime Administration might have here. 

The CuHarrman. I will tell you what I will do, gentlemen. 

It is generally understood we cannot do anything on this bill in this 
session of Congress. 

What I will do is this: You put a brief in this record, a statement in 
this record, your replies to Admiral Ford’s objections. Then we will 
have that. 

Let me look over the audience here. 

Who in the audience has objections to this bill, if you will just 
stand up. 

Mr. Anprews. The General Accounting Office. 

The Cuarman. I would like you to file a statement to go into this 
record. 

Mr. Anprews. We have a statement with your committee now, Mr. 
Chairman. 

The Cuatrman. Anyone else ? 

Mr. Suupor. The Treasury Department. We have submitted our 
statement. 

The Cuarman. How about industry, the subsidized operators and 
the association? Isthere any objection there ? 

(No response. ) 

The CaarrmMan. The Merchant Marine Institute ? 

Mr. Suarmo. We have a statement in support of the bill. We will 
be delighted to submit it for the record. 

The CuarrMan. Is it in support of the bill? 

Mr. Suaprro. That is right. 

Mr. Trauth also has a statement he would like to file. 

The Cuarrman. If you will file your statement to go in the record 
at this time, Mr. Trauth. 

(The statements referred to are as follows :) 


STATEMENT OF ALVIN SHAPIRO, VICE PRESIDENT, AMERICAN MrRCHANT MARINE 
INSTITUTE ON H. R. 12032 


My name is Alvin Shapiro. I am vice president of the American Mer- 
chant Marine Institute, an organization representing 55 American steamship com- 
panies. Our members are of both the subsidized and nonsubsidized category, 
operating vessels of all types into and out of United States ports on all three 
coasts in our domestic and foreign trades. Our organization strongly supports 
H. R. 12032, under consideration today, and urges its enactment. 

We believe that a full understanding of the real problem of H. R. 12032 and 
the urgent need for it involves consideration of the following basic background 
facts: 

1. Vessel owners worldwide are faced with replacement problems involving 
capital expenditures far in excess of what could have been anticipated several 
years back. However, in no country is the problem more severe than in the 
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United States, where an overwhelming proportion of the present fleet was pur- 
chased under the Merchant Ship Sales Act of 1946 at prices reduced from the 
even then existing construction cost level. Additionally, building costs in this 
country are, as known to you, virtually twice those abroad. 

2. We know of no national fleet under any one flag facing the relatively imme- 
diate replacement problem faced by American shipowners. Eight out of every 
ten of our ships are war built and well past the prime of their economic life. If 
they are to be replaced, serious financial problems must be solved. This bittfiro- 
vides a valuable tool in the solution of that problem. Moreover, we think there 
is no question that our national policy, as frequently reiterated by the Congress, 
guided by this committee, calls for the replacement of our present ships and even 
the augmentation of presently available bottoms. This is necessary not only for 
the commercial purposes served by our vessels but for the national defense impli- 
cations of our fleet which, only in the last few days, was reported by the Defense 
and Commerce Departments as being seriously deficient for mobilization purposes. 

3. This bill aims at assisting owners of nonsubsidized vessels in fashion 
basically similar to the assistance provided subsidized vessel owners. Some of 
the nonsubsidized operators operate in the foreign trade wherein construction- 
differential subsidies may be available to help offset some of the capital amass- 
ment problems involved in vessel replacement. Many others, however, operate in 
the domestic trades where construction-differential subsidy assistance is not 
available. There is the greatest possible need for assistance to fleets operating 
in this area, now reduced to half of their prewar size. 

You have already heard so I shall not take the committee’s time do deal 
with the many technical provisions of this bill. At present, nonsubsidized 
operators may deposit in their reserve funds proceeds from the loss of vessels 
and proceeds from the sale of vessels. No capital gain is recognized on the 
excess Of the amount of such proceeds over the tax basis of the lost or sold 
vessel if within the prescribed and limited time such funds are used for the con 
struction or reconstruction of a vessel. If so used, the newly constructed or 
reconstructed vessel is reduced in tax basis by the amount of the gain so applied. 
If not so used, the so-called gains are taxable as of the year deposited in the 
fund. H. R. 12032 would allow earnings (as well as gains from sale or loss of 
vessels) to be deposited in these funds and to be treated as tax-deferred if used 
for new vessel construction or modernization. 

We know that this committee has, in the course of the last several years, been 
accurately informed of the difficulties of attracting outside private capital into 
the shipping industry. At the same time, however, our present maritime policy 
is to promote the financing of new vessels frou private rather than governmenta! 
sources. Under these circumstances, perhaps the most attractive procedure 
would be to promote capital investment in its own plant and equipment by the 
shipping company itself. This would clearly be a process which would allow 
nonsubsidized shipping companies to perpetuate themselves in the most healthy 
possible fashion. 

The proposal before you had its origin in about 1947 when the problems it is 
designed to meet became readily apparent. Soon after there was introduced basic 
similar legislation. That legislation, while agreed to in broad principle, was 
discussed at great length and particular emphasis was placed in certa‘n quarters 
on the potential evasion of tax liability through the use of e reserve fund. 
It appears to us that H. R. 12032, before you, avoids earlier pot: ntial pitfalls of 
the immediate postwar draft by clearly preventing any possible tax windfall 

H. R. 12032 is replete with equity. In regard to the use of construction reserve 
funds, its sole purpose is to put nonsubsidized operators in approximately the 
same position as subsidized operators as to tax treatment. Secondly, none of 
the benefit which may be derived by the use of these funds by a nonsubsidized 
operator can accrue to him through indirection. The assistance is real only 
insofar as funded moneys are used for the construction, acquisition, or moderni 
zation of vessels, a process calling for an expenditure of over $4 for every $1 
invested less than 10 years ago. H. R. 12032 would enable this step to be taken 
to the great benefit (directly and indirectly) of the American economy and 
of overwhelming significance to our national defense. It leads to no long-run 
out-of-pocket cost to the Government. There is no “giving” on the part of the 
Government except insofar as it is reciprocated by “getting” from the ship 
operator. 

We earnestly hope H. R. 12032 will receive your favorable consideration. 

If I may, I would like to introduce to the committee, Mr. William H. Trauth, 
of Aleoa Steamship Co., who would like to make a few brief remarks. 
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STATEMENT OF WILLIAM H. TRAUTH ON BEHALF OF ALCOA STEAMSHIP Co, 
CONCERNING H. R. 12082 


My name is William H. Trauth. I am manager of the Washington office of 
the Alcoa Steamship Co. My remarks at this time are based on the firm belief 
of our organization that H. R. 120382 is a bill of great merit and deserving of 
favorable consideration by this committee. 

We believe, moreover, that our views ure typical of those which could and may 
be expressed by a large number of American-flag operators servicing the foreign 
trade of the United States without benefit of operating differential subsidy aid 

Fundamentally, we feel that American exporters and importers are concerned 
with maintaining adequate American-flag service of the highest possible caliber. 
To help meet this demand, our organization operates 10 C 1-type vessels and 5 
C2-type vessels and 3 passenger vessels, in regularly scheduled liner service 
between United States ports and ports in and around the Caribbean Sea. 

Further, for military auxiliary purposes in case of an emergency, we believe 
no fundamental distinction exists as to the uility of subsidized versus non- 
subsidized vessels. All will be called upon to serve in the national interest. 

Since from either a commercial or defense point of view vessels in liner 
service are fundamentally of equal utility, we believe nonsubsidized lines should 
be provided with the same basic reserve-fund assistance as are subsidized lines. 
This would enable the setting aside on a tax-deferred basis earnings as well as 
gains from vessel sales or ship losses for ship replacement. 

Like Alcoa, a substantial number of nonsubsidized liner operators have long 
been in existence with established customer relations both in this country and 
abroad. We, among others, want and intend to remain in the maritime industry 
and maintain the fine reputation we have established therein. In common with 
subsidized lines, we are faced with the substantial problem of accumulation of 
adequate capital to maintain our fleet vigorous and strong. Our freight ships 
were all built during World War II and are between 11 and 15 years old at this 
moment. H. R. 12032 allows the tax deferment of earnings deposited and used 
within strict time limitation for vessel replacement. It is a measure which will 
be of considerable assistance in meeting the specter of block obsolescence with 
the concomitant large capital requirements. We are particularly attracted to 
this measure because it is one of self-help and does not come at any cost to the 
Treasury in the final analysis. 

For these reasons, we urge favorable and prompt action by you. 

The Cratrman. Pacific American Steamship / 

Mr. Dewey. We have astatement in support of the legislation which 
we would like to file for the record. 

The CuarrmMan. It may be filed in the record at this point. 

(The statement referred to is as follows:) 


STATEMENT OF PACIFIC AMERICAN STEAMSHIP ASSOCIATION ON H. R. 12082 


tm 


My name is Ralph B. Dewey. I am vice president of Pacific American Steam- 
ship Association, a trade association which includes within its membership 
both subsidized and nonsubsidized companies. Our entire membership vigor- 
ously supports this legislation, which we feel is meritorious and long overdue. 

In a word, this legislation would extend to nonsubsidized companies some, but 
by no means all, of the tax incentives presently available to subsidized lines. 
This is not a new concept. It had thorough consideration in 1950 during hear- 
ings on 8S. 241, 82d Congress, the so-called long-range bill, of which it was a major 
part. At that time it was favorably received by both the House and Senate com- 
mittees, and the Senate version of 8S. 241 included in substantially the same lan- 
guage the legislation before you today. This was done despite vigorous objec- 
tions from the Treasury Department and the Bureau of the Budget. The House 
Merchant Marine and Fisheries Committee, despite its favorable inclination, 
found it necessary in the waning days of the 82d Congress to bow to the inevitable 
and deleted the nonsubsidized tax-incentive provisions, lest the entire long-range 
bill be jeopardized in the floor debate by administration objections. 

However, the report on S, 241 by the House committee (H. Rept. 2221, S2d 
Cong.) left the door wide open for later consideration when it stated: 

“In connection with the foregoing (the vessel replacement problem), the bill 
as it passed the Senate contained provisions which would grant to nonsub- 
sidized operators substantially similar tax benefits with regard to tax defer- 
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ment on earnings from the operation of vessels placed in the operators’ construc- 
tion reserve funds. Your committee feels that this problem merits more careful 
consideration and hopes that the subject will be gone into again in detail in the 
next Congress. It is obvious that the nonsubsidized operators are faced with 
the same problems brought about by present-day replacement costs as are the 
subsidized operators. A careful study, therefore, should be made of the extent 
to which the nonsubsidized segment of the shipping industry is essential to ef 
fectuate purposes of the act and the extent to which additional aid should be 
granted to that portion of the industry.” 

It has been 4 years since that suggestion was made, and we welcome this 
hearing today and hope that early action might be forthcoming. 

Other witnesses will analyze the bill in detail, and I shall not burden the record 
with duplication of such testimony. My purpose here is to seek to outline the 
economic problems of nonsubsidized operators which demonstrate the need for 
and the equity in this bill, and to point out the inconsistencies and fallacies in- 
herent in the opposition to this legislation. 

At the outset, it can generally be stated that the Merchant Marine Act of 
1936 did very little to lay the groundwork for a strong domestic merchant marine. 
This may have been an unintentional omission, or it may have been done to allevi- 
ate railroad opposition to the bill in 19°6. But whatever the cause, and whatever 
other external economic factors have since intervened, the domestic trade has 
not flourished since the mid-1930"s. There has been ample time in the in'e1 
vening years to test their ability to “go it alone” as regards ship replacement. 
The record is clear, and the time to meet the situation forthrightly is now. 
Much has already been done in this direction, but this bill is essential to further 
the program. 

Nor is the ship replacement problem of the domestic trade confined to inter- 
coastal and coastwise shipping. Our great ser ices to Hawaii, Alaska, and Puerto 
Rico are likewise out in the cold as far as tax incentives leading to capital ac- 
cumulation are concerned. These trades have suffered along with coast ise and 
intercoastal from an obvious inequity in the law. Our national obligation to serve 
the territories with up-to-date vessels cannot be overlooked. 

Foreign trade nonsubsidized vessels Would also benefit from this bill, both in 
tramp and berth trades. But of the two groups, the tramp segment seems the 
most likely to take advantage of the legislation since all but one or two berth 
operators are now subsidized or have applications pending. And those berth 
operators who have not applied can do so any time 
them the door is open. 

But for domestic vessels and for tramp or industrial carriers, the door to 
tax incentives leading to capital accumulation is closed, and has been for 20 
years. This legislation will open the door, at least part way. 

Finally, a word about the opposition. The railroad industry has in the past 
objected on grounds of the unfair transcontinental competition 
would foster. It can be presumed they will repeat their past objections in these 
hearings. We find it difficult to conceive that this committee can be persuaded 
that because ship lines which only carry between 3 to 5 percent of transcon 
tinental traffic might get Government assistance in the form of tax defer- 
ment, that there is any threat to the railroad’s 97 percent share of transcon- 
tinental traffic. After all, about the most that can be accomplished for the 
intercoastal trade, if the legislation passes, is the replacement of present 
vessels. That it should facilitate building tonnage in addition to present capac- 
ities is only an overoptimistic prognostication. But I suppose the 
resent even our 3 percent participation, 
will perpetuate it. 

As for Treasury Department, their opposition in the past seems to stem from 
their objections to the tax incentives already in the Merchant Marine Act and 
they have urged that at the very least they not be extended to more vessels; but 
better still, they should be done away with altogether. Unfortunately, they 
have no substitute to offer in the direction of private capital accumulation for 
ship replacement, except that they have impliedly suggested more and bigger sub- 
sidies by the appropriations committees in lieu of private accumulation through 
tax deferment. How this saves the taxpayer a single penny is beyond our com- 
prehension. In our view it would be more costly, and would turn back the 
clock by replacing private incentives and financial discipline with paternalism 
of the Congress. Let us hope that these discredited arguments of the past will 
not be dredged up by the bill’s opponents in these hearings. They just don’t 
hold water. 
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This is meritorious legislation, carefully conceived in the crucible of 20 years 
experience. We sincerely urge upon this committee, which has already done so 
much for the maritime industry in this Congress, prompt and favorable action on 
this bill. 


Mr. Corte. American-Hawaiian Steamship. We have a statement 
in support of the bill, Mr. Chairman. 

The Cuartrman. Is that being filed? 

Mr. Corte. It has been submitted. 

The Cuarmman. Are these statements similar to the statements made 
on the long-range bill ? 

Mr. Corte. More or less. 

The CHarrmMan. I understand. You insert it in the record. 

(The statement referred to is as follows:) 


STATEMENT OF H. J. Corte RE H. R. 12032 


My name is H. J. Coyle, vice president, treasurer and a director of American- 
Hawaiian Steamship Co. I have been with American-Hawaiian for over 30 
years, principally in the accounting and finance departments of the company. 

The burden of the legislation proposed under H. R. 12032 is to encourage new 
vessel construction in the rehabilitation of our domestic merchant marine. I do 
not purpose to burden the record with details of the plight of the intercoastal 
trade. Millions of dollars of losses were sustained both by the industry and the 
Government in their efforts to rehabilitate this segment of our merchant marine. 
That is a matter of record both in the Maritime Administration and in the Inter- 
state Commerce Commission. 

Our Government has repeatedly stressed the imperative need for a substantial 
merchant marine of oceangoing vessels, available in time of war. Our domestic 
merchant marine today is a shadow of what it was before World War IT. 

As a result of World War II, American-Hawaiian lost 22 of its 32 oceangoing 
vessels. Some of these were war casualties and others were requisitioned by the 
Government. The indemnities received or to be received, based on court awards, 
are wholly inadequate for a vessel replacement program at present day cost of 
construction. 

We have been relying on legislation of the type proposed in H. R. 12032 to 
enable us to build a new fleet of ships for the intercoastal trade. In June of 
1955, American-Hawaiian announced it would undertake to build a fleet of new 
ships of a specialized type of the so-called roll-on, roll-off design, specifically de- 
signed for intercoastal trade. On August 26, 1955, American-Hawaiian made 
application to the United States Maritime Administration for ship construction 
mortgage insurance under amended title XI of the Merchant Marine Act of 1936. 
This program will involve an expenditure of approximately $200 million. Mort- 
gage insurance alone is not the solution for a program of this magnitude. We 
need the additional aid recommended by the United States Department of Com- 
merce, Maritime Administration in its publication of December 1955 entitled “A 
Review of the Coastwise and Intercoastal Shipping Trades.” In that report, 
Maritime recommended that section 511 of the Merchant Marine Act of 1936 be 
amended so as to permit nonsubsidized operators to make voluntary deposits in 
the construction reserve funds with the same benefits as are available to the 
subsidized operators under title VI. H. R. 12032 does not quite accomplish that. 
However, it is a step in that direction and we need the proposed legislation now 
in order to progress our building program. 

The legislation proposed under H. R. 12032 is neither subsidy nor tax exemp- 
tion. It is simply a tax deferment that would allow the nonsubsidized owner to 
invest a greater amount of his own capital in new construction or acquire a 
greater amount of new tonnage. The end result will be a larger fleet and more, 
not less, revenue to the United States Treasury, as will be illustrated later in 
this statement. 

Presently, there are virtually no tax benefits to nonsubsidized lines under 
section 511 of the 1936 act, nor under any other sections of the act. Under 
section 511, as it now stands, an owner may deposit the proceeds from the loss or 
sale of a vessel’and defer the capital gains tax of 25 percent thereon, provided 
he reinvests such proceeds in new ships and pays 52 Federal taxes on his earnings 
before any allowance or deduction for depreciation on that part of the fund rep- 
resenting gain. For example, let us assume an owner receives $1 million from the 
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loss or sale of a ship that had been fully depreciated and therefore, has no tax 
base. He has a choice of paying the 25 percent capital gains tax on the $1 million 
and investing the remaining $750,000 in new tonnage, or, he may deposit the $1 
million in the construction reserve fund under section 511 and apply the deposit to 
the acquisition of new tonnage. Let us compare both methods of investment: 

An owner receives $1 million from the loss or sale of a ship, pays the 25 percent 
capital gains tax, leaving $750,000 for investment in new tonnage. Let us assume 
he earns 10 percent on his capital so employed, before depreciation. Over a 
period of 20 years, he receives revenue of $1,500,000, has a depreciation deduction 
of $750,000 and a net before taxes of $750,000. Assuming the current tax rate 
of 52 percent, his net after taxes would be $360,000. Adding to this his depre- 
ciation of $750,000, he would have a cash throwoff of $1,100,000. 

Now let us suppose the owner deposits the $1 million in the construction reserve 
fund under section 511, and applies the deposit to the acquisition of $1 million 
of new tonnage. Let us further assume the same rate of earnings of 10 percent 
and a 52 percent tax rate. The owner would receive revenue over a 20-year period 
of $2 million, would have no allowance or deduction for depreciation, and after 
Federal taxes of 52 percent he has a cash throwoff of $960,000 or $150,000 less 
than if he had paid the capital gains tax in the beginning and had been allowed 
depreciation on the balance of his investment. If we assume a rate of return of 
15 percent, instead of 10 percent, in the foregoing examples, the owner who paid 
the capital gains tax and was allowed depreciation on his investment would 
have a cash throwoff of $1,470,000 as against $1,440,000 for the owner who would 
use the section 511 method. Thus, the owner who uses section 511 must hope for 
a return in excess of 15 percent over a 20-year period, to compensate for the 
difference between the capital gains tax of 25 percent and the going normal and 
surtax of 52 percent on vessel earnings. 

Under the foregoing examples, the owner who uses the section 511 construction 
reserve fund medium for investment pays a greater amount of Federal taxes than 
the owner who does not. For instance, in the example dealing with the 10-percent 
return on the investment, the section 511 depositor pays $1,040,000 in Federal 
taxes as against $640,000 for the nondepositor. In the example dealing with 
a 15-percent return on the investment the section 511 depositor pays $1,560,000 
in Federal taxes as against $1,030,000 for the nondepositor. Of course, the section 
511 depositor acquires more tonnage in the beginning as compared with the non- 
depositor, but that is the purpose of section 511—to encourage new construction. 
The fact remains, however, that the section 511 depositor pays more taxes, con- 
tributes more to the merchant marine, to say nothing of the economic benefits 
accruing as a result of a larger fleet, more employment, greater purchases of 
stores, supplies, fuel, and, of course, shipbuilding and repair expenditures. More- 
over, if the owner is lucky enough to earn more than 15 percent on his investment, 
the Treasury gains more taxwise. One of the drawbacks in the use of sec- 
tion 511 construction reserve funds is that to the extent the new vessel has no 
tax base, and therefore, no allowance or deduction for depreciation, the owner 
is deprived of the benefits of accelerated depreciation. Accelerated depreciation 
gives all taxpayers entitled thereto the temporary use of money that would other- 
wise be expended for Federal taxes. True, the taxes ultimately must be paid, 
but the taxpayer, through accelerated depreciation, gets a lift in the early years 
of operation and an opportunity to expand his facilities, paying the tax bill 
from later earnings. Section 511 prevents this to the shipowner because no depre- 
ciation is allowed to the extent that such funds represent gains invested in ships. 


USE OF EARNINGS ON A TAX-DEFERRED BASIS 


The situation is somewhat different with respect to the use of earnings for con- 
struction of new vessels, on a tax-deferred basis. The tax rate makes quite a 
difference. For example, let us assume an owner has $1 million of earnings 
subject to Federal taxes of 52 percent, which pursuant to the proposed legislation 
could be applied toward new construction on a tax-deferred basis. If we tax the 
$1 million now at 52 percent, only $480,000 is available for new ships. Under 
H. R. 12032, the entire $1 million would be available. Let us now examine the 
tax consequences under the two propositions. 

An owner with $1 million of earnings pays 52 percent thereon, leaving $480,000 
for new tonnage. Assuming a 15-percent return on his capital before deprecia- 
tion, and a tax rate of 52 percent, such owner, over a 20-year period, would obtain 
revenue of $1,440,000. Against this revenue he would have a depreciation deduc- 
tion of $480,000, leaving $960,000 before Federal taxes, and a net of $460,800 after 
Federal taxes of 52 percent. If we add to this his depreciation of $480,000, he has 








28 AMEND SECTION 511 (C) MERCHANT MARINE ACT, 1936 





a cash throwoff of $940,800. Comparing this with an owner allowed to apply the 
entire $1 million of earnings to new vessels on a tax-deferred basis, we obtain the 
following result: Assume a 15-percent rate of return on the capital employed, 
and a 52-percent tax rate over a 20-year period. The owner would obtain revenue 
of $3 million, would have no depreciation allowance, and would pay Federal taxes 
on the entire $3 million. His net, after taxes of 52 percent, which would also be 
his cash throwoff, would amount to $1,440,000. 

From the foregoing, it will be seen that an owner, allowed to invest earnings on 
a tax-deferred basis, has a cash throwoff over a 20-year period of $1,440,000 as 
against $940,800 to an owner who must pay his taxes now, leaving less than half 
of his vessel’s earnings for reinvestment in new tonnage. The owner who is 
allowed tax deferment has twice as much to invest as an owner who does not 
buave the privilege. The benefit, again, is not only to the industry but also to the 
Government, In the examples given, the owner who is allowed to invest his 
$11 million of earnings on a tax-deferred basis pays total taxes over a 20-year 
period of $1,560,000, as compared with $1,019,200 by the owner deprived of the 
opportunity to help build up the merchant marine. The difference, of course, lies 
in the opportunity afforded the industry through tax deferment to acquire addi- 
tional tonnage which will result not only in additional tax revenue to the Gov- 
ernment but also, as previously pointed out, in greater employment, purchasing, 
building, and repairing. Industry has the management and the ability. We need 
Government cooperation. Together, we can rehabilitate the domestic merchant 
marine and further the policy set forth in the Merchant Marine Act of 1936. 

At the hearing on S. 3909, companion bill of H. R. 12082, before the Sub- 
committee on Merchant Marine and Fisheries of the Senate Committee on Inter- 
state and Foreign Commerce, heid on June 28, 1956, the Maritime Administrator, 
United States Maritime Administration, submitted a statement in which he said 
the Maritime Administration favors legislation to amend section 511 with proper 
controls and restrictions to permit the deposit of earnings from ship operations 
in construction reserve funds on a tax-deferred basis; but that the Department 
of the Treasury and Bureau of the Budget do not look with favor upon tax-benefit 
measures as a means of subsidizing new construction. He further stated that 
the Adininistration is examining and studying the problem in an attempt to work 
out a measure satisfactory to the Government and to the achievement of the 
purpose desired both by Government and by industry, and suggests that the pro- 
posed legislation be deferred for consideration until the next Congress. 

In reply to this, we must state, first, the proposed legislation is not a subsidy. 
Neither is it a tax exemption. It is simply a tax-deferment measure that will 
encourage building a greater fleet, will yield more—not less—revenue to the 
Treasury, and will be of overall economic and military benefit to the country. 
We need the legislation now, not next year, in order to progress plans already 
made. 

Let us examine for a moment the objections on the part of the Administration 
to action on the bill at this time. 

ihe Administrator feels the bill raises the following questions: That it would 
not require the unsubsidized operators to come to the Maritime Administration 
with a construction program before making tax-deferred deposits in the fund; 
that the bill makes no provision for participation by Maritime in the timing or 
quality of replacements; that it would permit the operator to take a depreciation 
deduction for income-tax purposes; that it would allow tax-deferred earnings to 
be used to pay a purchase money mortgage; that if the fund is not expended as 
required interest shall run only from expiration of the time to expend the 
deposit, rather than from the date the earnings would have been taxable if not 
deposited; that subsidized operators could use the funds as well as industrial 
carriers; that it does not detine “new vessel’; that it does not provide a means 
for replacing a vessel built with deposited earnings; that the Administrator does 
not have the control over such fund as it has over the subsidized lines reserve 
funds. 

To this, we must reply that regulations already exist under section 511 of 
the 1936 act and the regulations can be revised or supplemented, specifically re- 
quiring the operators to come to the Administration with a construction program 
before making tax-deferred deposits in the fund. American-Hawaiian has al- 
ready submitted a program. The regulations can broaden the requirements under 
section 511 (a) dealing with timing or quality of replacements. So far as obtain- 
ing a depreciation deduction from the use of tax-deferred earnings, the possi- 
bility does not exist. Basic tax law prevents this not only for shipowners, but 
for any taxpayer. The bill does permit the fund to be used to liquidate purchase 
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money mortgages, but that is acquisition of ships. This is permitted now under 
section 511, also to the subsidized lines under section 607 of the act and has been 
this way from the beginning. Moreover, regulations could control the extent to 
which the fund is to be used for this purpose. So far as interest on any tax 
deficiency is concerned, section 511 and the regulations have provided for years 
that interest runs from the time the deficiency arises. This also holds true for 
the subsidized lines. Moreover, under section 607, the subsidized lines are re- 
quired to pay taxes at the rate in effect in the year of withdrawal, whereas 
under the proposed bill the operator would have to go back to the year in 
which the earnings were realized and pay the tax rate in effect for that year. 

We submit the Administration now has sufficient control under section 511, 
through regulations already in effect, which regulations can be revised and 
supplemented properly to interpret changing laws or amendments. 

The proposed legislation is not a new act, but an amendment of four subsec- 
tions of the present section 511 of the 1986 act. As previously stated, regula- 
tions already exist under section 511. They are joint regulations of the Maritime 
Administration and the Treasury, known as General Order 38, revised, and T. D. 
5330. The regulations have been revised and supplemented before to take care 
of changes in Maritime and tax law. Under the regulations, the Administrator 
has broad power of control over any deposit or use of the fund that would be of 
disservice to the Government. For example, section 511 (a) defines a new vessel 
as one constructed after 1939, but also states that the vessel must be of such 
type, size, and speed as the Commission (Maritime Administration) shall deter- 
mine to be suitable for use on the high seas or Great Lakes in carrying out the pur- 
pose of the act. Section 511 (a) of the act also provides that the construction re- 
serve fund shall be established, maintained, expended, and used in accordance 
with rules and regulations to be prescribed jointly by the Commission (Maritime 
Administration) and the Secretary of the Treasury. Thus it will be seen that 
under section 511 (a) of the act, which subsection is not amended, under the pro- 
posed legislation, the Administration has authority to issue, amend, and supple- 
ment regulations that can restrict the use of the fund so as to give full protection 
to the interests of the Government. The regulations underlying section 511 
are replete with references requiring approval of the Maritime Administration 
in connection with deposits and use of the fund, and also is replete with exain- 
ples spelling out the tax consequences under various situations involving expendi- 
tures from the fund. 

There is no question that present regulations under section 511 can be amended, 
revised, or supplemented, as has been done befo.e, to satisfy Maritime, Budget, 
and Treasury, so that the Government’s interests are protected. If there is any 
doubt about the matter, then we would like to propose that S. 3909 and H. R. 
12032 be amended simply to provide for the deposit of vessel earnings on a tax- 
deferred basis, subject to new rules and regulations to be issued jointly by the 
Maritime Administration and the Secretary of the Treasury. In any event, the 
legislation is needed now, while ship construction programs are being progressed, 
so that current earnings may be earmarked and deposited for new construction 
now rather than next year, when more than half of such earnings will be lost for 
the purpose of new shipbuilding plans. 

The immediate goal is to get the shipbuilding plan underway. We need this 
legislation now to do that. 

We strongly urge this committee to act favorably on H. R. 12032, amended if 
necessary as indicated above, to encourage rehabilitation of the domestic trade, 
and to encourage the building of ships so vital to national defense. 

Again, I would like to state that the end result of such legislation will be a 
more substantial, better balanced merchant marine, greater tax revenue to the 
Treasury, and greater economic benefit not only to the shipping industry but also 
to the shipbuilding, repair, and maritime supply industries as well, and greater 
employment of American seamen. 


The CHairman. Anyone else? 

(No response. ) 

The CHarrMan. This is what I will instruct the staff to do. Dur- 
ing the recess I want you to analyze this hearing. 

Since the Maritime Commission has said it needs further study, I 
would like you to prepare for the committee at the next session of 
Congress the draft of a bill that will try to meet the objections and give 
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the benefit that it desires as far as possible. That is about as much 
as we can do. 


We will have this ready at the early part of the next session and then 
have unlimited time. 

Mr. Zecenko. May I ask that if any member wishes to submit a 
statement that he may do so? 

The CHarrMan. Yes. 

Mr. Morcan. On the Senate side the shipbuilders’ counsel made a 
brief statement in support of the bill, as did the Lake Carriers Associa- 
tion. 

I wonder if the record may remain open for a few days ? 

The Cuarrman. Yes, it will. 

How about the railroads? 

Mr. Morcan. They have not been heard from in this connection. 

The Cnairman. I will direct counsel to write a letter to the rail- 
roads. Recently I have had some experience with them. We will give 
them an invitation to come in here and express themselves. 

Any further suggestions any member of the committee might desire 
to make with respect to this proposal ? 

Mr. Zetenko. I wish to thank the chairman for bringing this prob- 
lem to the attention of the committee at this time. 

I well understood the lateness of the hour so far as this session is 
concerned, but I thought a study at this time might be helpful as Con- 
gress convened again in the fall. 

I think the chairman’s suggestion is a very commendable one, so 
we will have all the material and have time to study it. 

Mr. Minter. Mr. Thompson asked me to make a statement. 

The CnarrmMan. We will ask the committee to have one more meet- 
ing tomorrow morning to discuss this report on freight forwarders. 
We will have an executive meeting tomorrow morning. 

There will be a continuance of this oil and gas lease in Alaska on 
which we must come to some conclusion tomorrow morning. 

We will meet tomorrow morning at 9: 30. 

(Whereupon the meeting adjourned.) 

(Material later furnished for insertion follows :) 


INDUSTRIAL UNION OF MARINE AND SHIPBUILDING WORKERS OF AMERICA, 
Camden, N. J., July 25, 1956. 
Re H. R. 12082. 
Hon. HERBERT C. BONNER, 
Chairman, Committee on Merchant Marine and Fisheries, 
House of Representatives, Washington, D.C. 


DEAR Sir: We desire to support the passage of the above named bill, which 
would amend section 511 of the Merchant Marine Act, 1936, to permit unsub- 
sidized shipowners to make voluntary deposits of earnings in their construction 
reserve funds with the same tax consequences that result from deposits by the 
subsidized companies in their capital and special reserve funds. 

This union has always advocated extension of the construction reserve fund to 
unsubsidized steamship operators. In our testimony before the Subcommittee 
on Merchant Marine and Fisheries of the Senate Interstate and Foreign Com- 
merce and before this same committee of the House of Representatives, we have 
time and again since 1948 requested that construction reserve funds be opened 
for all vessels constructed in the United States. 

This measure has been endorsed by the Maritime Administration in its 
December 1955 report on Coastwise and Intercoastal Shipping Trades. 

The present precarious position of the coastal shipping trades in the United 
States is well known. New and modern vessels are of the utmost importance 
to coastwise shipping. The huge accumulation of capital necessary for the 
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building of such vessels is made extremely difficult at the present time because 
of the operation of our tax laws. The tax deferment which would become avail- 
able to coastwise shippers under the terms of H. R. 12032, may make it possible 
to build coastal vessels of the type we need which would more than return in 
taxes on the profitable operation of such vessels, the amount of taxes which 
have been deferred. 

The above-mentioned study of the Maritime Administration clearly points out 
that the domestic fleet of the United States not only provides American shipyards 
with shipbuilding and repair contracts, and trains American seamen who can 
fill deep-sea berths and can serve in time of emergency, but also provides traffic 
to the Nation’s ports that permits them to build and operate facilities that are 
essential in time of war. 

The solution of the principal problem in domestic shipping appears to rest 
in technological improvement to reduce the cost of cargo handling and to result 
in better vessel utilization. This means that our domestic shipping will only 
come out of the doldrums with new vessels in an extremely vigorous replacement. 

The amendment of section 511 so as to permit nonsubsidized operators to make 
voluntary deposits in the construction reserve funds will materially assist in the 
procurement of these vessels. 

Therefore, this union strongly supports the passage of H. R. 12032 and we urge 
you to do everything in your power to see that this measure is passed by the 
Congress. 

Sincerely yours, 
JOHN J. Grocan, President. 


LAKE CARRIERS’ ASSOCIATION, 
Cleveland, Ohio, August 1, 1956. 
Re H. R. 12032, 84th Congress. 


Congressman HERBERT C, BONNER, 
Chairman, Committee on Merchant Marine and Fisheries, House of 
Representatives, House Office Building, Washington, D. C. 

Dear Mr. Bonner: Referring to your letter of July 24, Lake Carriers’ Asso- 
ciation appreciates the opportunity to submit a brief statement in support of 
H. R. 12032 for inclusion in the record. It is understood that while no action 
may now be taken on this bill, the record will be considered in the drafting of 
suitable legislation for introduction in the next Congress. 

When the Long Range Shipping bill (S. 241, 82d Cong.) was being considered by 
the House Committee on Merchant Marine and Fisheries, this association noted 
that one of the most significant aspects of the proposed amendments to section 
511 of the Merchant Marine Act, 1936, as amended, related to the placing of 
earnings from vessels before taxes in a fund for the construction and recon- 
struction of vessels. The association believes the need for such legislation is 
now more urgent. 

The construction reserve fund provisions of section 511, as amended, were 
intended to offer an inducement for the full development of an adequate and 
well-balanced merchant marine. However, those provisions of S. 241 which 
would have granted non subsidized operators tax deferment benefits substantially 
similar to those granted subsidized operators, were stricken from the bill after 
passage by the Senate. As it now read, section 511 is of little benefit to Great 
Lakes operators so that today they face a replacement problem of staggering 
proportions, due to the high cost of construction, under most severe tax 
disadvantages. 

Vessels operating on the Great Lakes, although they must actively compete 
with Candian vessels and, after the opening of the seaway, will be obliged to 
compete with large foreign-flag vessels, are the recipients of neither construction 
nor operating subsidies. The only provisions of the Merchant Marine Act, 1936, 
as amended, which purport to offer any inducement to Great Lakes vessel owners, 
are section 510, relating to the trade-in of obsolete vessels, and section 511, per- 
mitting the deposit in a special account of the proceeds of insurance recoveries, 
arising out of the total loss of a vessel, and the proceeds of vessel sales. 

Section 510 was utilized only during World War II when 36 obsolete vessels 
were turned in to the Government as part payment for 16 new vessels. At the 
present time a Great Lakes operator can obtain little more than the scrap 
value of a vessel under section 510 principally because Great Lakes vessels have 
no world market value. 
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Section 511 is of little practical advantage. First, as noted herein, the sources 
from which such funds may be taken are very limited. In the second place, 
it is not good economics to save a tax on gains at a rate of 25 percent and 
through lessened depreciation pay a tax on income from such investment at the 
rate of 52 percent per annum. The fact that Great Lakes vessels transport 
raw materials for the steel and other shore industries means that Great Lakes 
vessel operations are subject to all the fluctuations of the business cycle. Yet 
adequate vessel capacity must be constantly maintained in order to move the 
quantity of bulk commodities demanded in peak years and years of national 
emergency. If vessel operators were permitted in years of good operation to 
place a portion of their earnings in a construction reserve fund, long-range 
replacement planning would be greatly encouraged. 

Vessel modernization and replacement cannot proceed upon a haphazard 
basis. Long-range effective planning is essential to the building of an ade 
quate and well-balanced merchant marine. This association believes that to 
permit Gréat Lakes vessel operators to deposit a portion of their earnings in a 
construction reserve fund without recognition of such earnings for tax purposes 
would stimulate long-range planning of new vessel construction. In addition, 
vessel operators should be given the right to depreciate capital costs only in years 
in which earnings warrant. 

In 1949 Canada enacted legislation which enables vessel operators to depreciate 
in any one year as much as 33144 percent of their capital costs. This legislation 
has brought about a substantial growth in the Great Lakes Canadian fleet which 
has enabled it to capture the major portion of the commerce in bulk commodities 
moving in international trade between the United States and Canada. Because of 
their high costs, United States vessels need encouragement to hold their present 
position, to say nothing of recapturing this commerce. The need for such en- 
couragement becomes all the more apparent yhen it is considered that, upon the 
opening of the St. Lawrence seaway, large foreign-flag vessels will be admitted to 
the trade in bulk commodities between the United States and Canada. 

Consequently, our national laws must give Great Lakes operators more encour- 
agement if the provisions of the Merchant Marine Act, 1936, are to be fulfilled. 
Amendment of section 511 to permit the deposit of earnings in a construction 
reserve fund without the recognition of such earnings for purposes of Federal 
income or excess profits taxes and the enactment of a new provision permitting 
vessel owners to depreciate capital costs as earned are, in the judgment of this 
association, urgently needed in the interest of preserving and maintaining an ade- 
quate Great Lakes bulk cargo fleet. 

Very truly yours, 


LYNDON SPENCER. 





SHIPBUILDERS COUNCIL OF AMERICA, 
New York, N. Y., August 9, 1956. 
Subject: H. R. 12032 to amend section 511 of the Merchant Marine Act, 1936. 
Hon. Herrert C. BONNER, 
Chairman, Merchant Marine and Fisheries Committee, 
House of Repreesntatives, Washington, D. C. 


DeaR Mr. Bonner: The council understands that the record of the hearing be- 
fore your committee July 23 on H. R. 12032 has been held open and respectfully 
requests, should that understanding be correct, that this statement by the Ship- 
builders Council of America on behalf of the shipbuilding and ship-repairing 
industry, which it represents, in support of H. R. 12032, be incorporated in the 
record of such hearing. 

While the bill, in common with most legislation involving tax matters, is quite 
technical, its essential purpose would appear to be the encouragement of addi- 
tional new vessel construction in American shipyards by authorizing tax defer- 
ment of earnings invested in new vessels in substantially the same way as now 
permitted subsidized shipowners under section 607 of the Merchant Marine Act, 
1936. 

The Shipbuilders Council has consistently and uniformly over the years advo- 
cated any action, consistent with sound national policy, which would promote an 
adequate merchant marine under the United States flag, realizing that such a 
merchant marine is vital to our national welfare and national security, and that 
without such a merchant marine, the shipbuilding and ship-repairing industry 
cannot endure any more than the merchant marine can endure without a ship- 
building and ship-repairing industry. 
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The continued operation of all branches of the ship-operating industry will 
promote the merchant marine, and, to the extent it is so promoted, the ship- 
building and ship-repairing industry will be maintained in a position where it 
ean furnish necessary shipbuilding, maintenance, and repair services. Its 
ability to continue to furnish such services coupled with the opportunity to fur- 
nish same is, of course, very definitely an indispensaMle component of our 
national defense. 

We strongly urge that all possible consideration be given the proposal covered 
in H’. R. 12082, designed as it is to encourage new vessel construction for 
overation as a part of the vitally important active United States-flag merchant 
fleet. 

Sincerely, 
L. R. SAnrorp, President. 





ASSOCIATION OF AMERICAN SHIP OWNERS, 
New York, N. Y., August 13, 1956. 
Joun M. Drewry, Esq., 
Counsel, Committee on Merchant Marine and Fisheries, 
House of Representatives, Washington, D.C. 


DEAR Mr. Drewry: In accordance with Congressman Bonner’s suggestion at 
the hearings on H. R. 12032 in July, we enclose our separate comments on the 
positions then taken by (1) the Maritime Administration, and (2) the Treasury 
Department and General Accounting Office. 

You will recall that the Maritime Administration fully endorsed the principles 
of this bill, and after reading our comments, we believe you will find that none 
of the Maritime Administration’s objections go to the substance of the bill or 
interpose any difficulties that could not be worked out at a conference. 

We very much welcome Congressman Bonner’s suggestion, therefore, to have 
the industry and Government agencies work with you and your staff this fall 
toward framing a satisfactory bill that could be introduced and acted upon early 
in the next Congress. 

Please feel free to call on us for any information or additional material you 
may wish to have. 

Very sincerely, 
Wm. I. Sropparp, Secretary. 


COMMENTS ON STATEMENTS OF WALTER C. Forp, DEPUTY MARITIME 
ADMINISTRATOR, ON H. R. 12032 


FAVORABLE COMMENTS 


The Maritime Administration had the following favorable comments on H. R. 
12032: 

(a) “* * * Recommended that the same tax benefits extended to subsidized 
operators under the Merchant Marine Act, 1936, be extended to unsubsidized 
operators. The bill has a similar objective * * *.” 

(b) “The bill properly prevents conversion of earnings (which would be 
ordinary income if not deposited) into capital gains * * *.” 

(c) “The Maritime Administration favors the objective of the _ legis- 
lation * * *.” 


UNFAVORABLE COMMENTS 


Notwithstanding its endorsement of the principles and objectives of the bill, 
the Maritime Administration added the following objections to the bill: 
Objection 1 

“The bill requires no construction program from the depositors before making 
tax deferred deposits in the fund. It would give tax deferment as accorded to 
subsidized operators, but without comparable Government control of building 
programs for depositors making tax deferred deposits.” 
Comments on objection 1 

The purpose of the bill is to amend section 511 to grant unsubsidized shipowners 
substantially the same tax treatment as is afforded to subsidized shipowners 
under section 607. 

Section 607 does not—nor can it—require a construction program. During 
most of the postwar years, subsidized shipowners have been making deposits im 
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their section 607 funds without any real program. Now, however, some of the 
subsidized shipowners are actually embarking on a construction program, and 
no doubt one of the great inducements for doing so is the tax penalty they would 
incur under section 607 if they did not construct new ships. The section 607 tax- 
deferment aspect, therefore, though requiring no construction program, has been 
proved to be an important and effective stimulant for the actual building of ships, 
In the case of H. R. 12032, unsubsidized shipowners would have to apply their 
deposits to new construction within 3 years (unless extended by the Maritime 
Administration) or in the alternative pay the deferred income tax. Moreover, 
the ships would have to be approved by the Maritime Administration, as is more 
fully explained in the comments on objection 3 below. 


Objection 2 


“Under the definition of ‘new vessel,’ any vessel built after 1939 could qualify 


as a ‘new vessel.’ This is inconsistent with the objective of securing new 
construction.” 


Comments on objection 2 


This objection is without merit, as is pointed out in the comments on 
objection 3 below. 


Objection 3 


“* * * But there must be proper controls and restrictions and sound imple- 
mentation of the objective.” 


Comments on objection 3 


If inadequate controls would result, their inadequacy would come not from 
the language of the bill but from the present control language in section 511. 


The kinds of controls which are appropriate to this kind of a measure fall 
into two classes: 


(a) The time within which a shipowner must apply section 511 deposits 
(capital gains or earnings), and 

(6b) The kind of a vessel to which they can be applied. 

H. R. 12082 woud retain for deposited earnings the same controls now ap- 
plicable to deposited gains. These controls are: 

(a) “Time” controls—Deposited gains now, and deposited earnings under the 
bill, must be spent within 3 years from the date of their deposit, except that the 
Maritime Administration is authorized in its own discretion to extend this pe- 
riod for an additional 2 years (subsections (g) and (h)). Subsidized ship- 
owners, on the other hand, are not obligated to spend their deposits until the 
end of their subsidy contracts, which may be for 20 years (section 607). 

(b) “Vessel” controls—Section 511 deposits, both now and under the bill, 
may be applied only to American-flag vessels built since December 31, 1939, or 
financed under titles V or VII, and either— 

“(A) of such type, size, and speed as the Commission shall determine to 
be suitable for use on the high seas or Great Lakes in carrying out the pur- 
poses of this Act, but not of less than two thousand gross tons or of less speed 
than twelve knots, unless the Commission shall determine and certify in each 
ease that a vessel of a specified lesser tonnage or speed is desirable for 
use by the United States in case of war or national emergency, or (B) con- 
structed to replace a vessel or vessels requisitioned or purchased by the 
United States” (subsection (a) ). 

If a deposit is to be applied to the reconstruction of a vessel, it can be applied 
only “with the approval of the Commission” (subsections (g) (1) and (0)). 

We submit that these controls are comprehensive and adequate. Moreover, 
we find nothing in section 607 applicable to subsidized shipowners indicating 
any such comparable control. 


Objection 4 
“The bill would invoke the present requirements of section 511 with respect 


to the time within which deposits must be expended or obligated to obtain 
tax deferment. These may be so restrictive as to hamper program objectives.” 


Comments on objection 4 


The Maritime Administration here is simply saying that H. R. 12032 is not 
liberal enough. We would, of course, have no objection to liberalizing the 
time period in which deposits must be expended. 
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Objection 5 


“In addition to the tax deferment of deposits of earnings, the bill would 
permit the operator to take a depreciation deduction for income-tax purposes 
which is not required to be deposited in the fund.” 


Comments on objection 5 


It is not clear what the “which” clause here is intended to modify. As pres- 
ently stated, therefore, the Maritime Administration’s objection is obscure. 


Objection 6 


“The bill properly prevents conversion of earnings (which would be ordinary 
income if not deposited) into capital gains, but would leave in effect the present 
provisions of section 511 which require a conversion of deposits of capital gain 
into ordinary income.” 


Comments on objection 6 


The first part of this sentence conforms with H. R. 12032 which was carefully 
drafted to eliminate any element of tax exemption and simply to provide for 
tax deferment. 

We do not fully understand the meaning of the second part of the sentence, 
but we assume that it involves no objection on the part of the Maritime Admin- 
istration. Actually section 511 does not presently (nor under the bill) require 
a conversion of deposits and capital gains into ordinary income. It is our under- 
standing that a deposited gain not duly applied to new vessels is, under the 
present law, subject to the same capital gains tax rates as if it had never been 
deposited but paid in the year realized. 


Objection 7 


“Since the objective of section 511 is new construction, there is a question 
whether more new construction would not be obtained if use of the fund to pay 
purchase money mortgages were prohibited.” 


Comments on objection 7 


If parity with subsidized companies in respect of tax deferment is to be pro- 
vided, then the right to apply deposited earnings to paying off the mortgage of 
a new vessel is basic. 

Subsidized shipowners are now specifically allowed to apply capital reserve 
funds—and special reserve funds transferred to capital reserve funds—to the 
liquidation of vessel mortgages. A shipowner contemplating investment in new 
‘vessels hopes for favorable earnings at least in the early life of that vessel. 
The ability to use these earnings to amortize its cost and pay off its indebtedness 
is an important element in determining whether such vessels could be built and 
operated under the American flag. The problem does not arise among other 
maritime nations because either they have no income tax to impede such amor- 
tization or they have large and liberal depreciation policies—as, for example, the 
40 percent “initial allowance” in Great Britain. 

It may be noted that the application of earnings to such new vessels is tax 
deferment and not tax exemption and is fully consistent with the general 
principles approved by the Maritime Administration. 


Objection 8 


“The bill would require that, if the fund is not expended as required to obtain 
tax deferment, interest shall run only from the expiration of the time limit to 
expend the deposit, rather than from the date the earnings would have been 
taxable if not deposited. This would permit in substance an interest-free loan 
to the depositor from the date of deposit to the date he fails to invest as required, 
which would be a tax benefit to the depositor without finally resulting in new 
construction of vessels for the United States.” 


Comments on objection 8 


This objection is really directed to sections 511 and 607 of the act as they 
now stand. H. R. 12032 proposes no changes in the provisions of existing law 
that relate to the time when interest begins to run. At the present time if 
capital gains are deposited and later withdrawn, interest runs on the deferred 
tax from the date of withdrawal. 

It should be borne in mind that if earnings are withdrawn from the section 
607 funds of the subsidized companies, they are taxed in the year of withdrawal. 
Consequently, interest starts to run from the time of withdrawal. 
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Objection 9 
“The bill would not exclude subsidized operators from the benefit of its pro- 
visions. This would provide an easy means for subsidized operators to avoid 


the Maritime Administration’s limitations on the amount of such operators’ 
voluntary deposits.” 


Comments on objection 9 


If there is merit to this objection, it is a simple matter to provide that section 
511 shall not apply to earnings of shipowners having operating subsidy econ- 
tracts. 

Objection 10 


“Consideration should be given as to whether the benefit of the bill should be 
open, as the bill provides, to industrial carriers, such as large oil companies or 
steel companies.” 


Comments on objection 10 


If the construction of American-flag vessels is to be encouraged, there is no 
sound reason why so-called industrial carriers should not have the same en- 
couragement to operate under the American flag. 


Objection 11 


“With further reference to the objective of the proposal, the bill does not pro- 
vide a means for replacing a vessel built with deposited earnings.” 


Comments on objection 11 


This objection is not clear. A vessel built entirely out of deposited earnings 
has, to be sure, a zero basis which precludes any depreciation deduction. A 
shipowner could, nonetheless, deposit its vessel earnings in section 511 for the 
very purpose of replacing such a vessel or adding new vessels. In fact, since its 
taxable earnings would be somewhat more, there would be more funds available 
for investment in American ships. Whatever the objection may be, does it not 
also presently apply to subsidized vessels? 

(Statement by Walter C. Ford, Deputy Maritime Administrator, on behalf 
of the Maritime Administration, Department of Commerce, on H. R. 12052 will 
be found on page 4.) 


COMMENTS ON LETTER DATED JULY 16, 1956, OF DAN THROOP SMITH, SPECIAL 
ASSISTANT TO THE SECRETARY OF TREASURY IN CHARGE OF TAX POLICIES (SEE 
P. 3) AND Leritr Datep JULY 13, 1956, oF JOSEPH CAMPBELL, COMPTROLLER 
GENERAL (SEE P. 2) 

The Treasury letter in a negative sense confirms that H. R. 12032 has no tax 
“loopholes” and was so drafted to avoid any element of tax exemption as dis- 
tinguished from tax deferment. 

lurther, the Treasury letter makes only one specific objection to the bill— 
and that is that the bill might also be used by subsidized shipowners. (As noted 
above, it would be a simple matter to provide that sec. 511 should not apply to 
earnings of subsidized shipowners. ) 

The Treasury’s objections are otherwise entirely general, as indicated in the 
following excerpts: 

“There appears to be no compelling reason why a special tax advantage 
should be given to the American Merchant Marine for this purpose.” 

“Past Treasury studies indicate that such tax concessions are not an 
efficient device for the distribution of Government aid to the maritime 
industry.” 

ne * Tax concessions of this type, moreover, are generally not a desirable 
form of subsidy because they tend to become imbedded in the law and are 
difficult to remove when the need no longer exists.” 

The Comptroller General's letter makes no specific objection to H. R. 12032 
and refers to its previous position on a similar measure which it had character- 
ized as a “disguised subsidy in the form of financial benefits.”” The letter goes 
on to disclaim any information as to the extent to which the purposes of the 
1936 act would be facilitated by the proposed legislation and suggests, as an 
alternative, that “aid be provided in the form of direct subsidies.” 

Thus it appears that the Treasury and the GAO are not quarreling with the 
bill alone. Their complaint goes to sections 607 and 511 as they presently stand 
in the 1936 act and it also goes to the numerous instances in which Congress has 
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recognized that objectives of public policy may be accomplished by departure from 
a rigid adherence to a rigid tax pattern. A number of such instances are included 
in the Memorandum on Special Departures from the General Tax Pattern To Fit 
Special Situations or Special Public Policies, that is attached hereto. This sup- 
plemental memorandum was prepared before the Internal Revenue Code of 1954, 
which further increased the number of special departures. 

The Treasury’s and GAO’s general objection raises a question of policy which 
should be resolved by Congress. The policy question is quite simple, and that is 
whether the successful tax deferment applicable to subsidized shipping should be 
extended to unsubsidized shipping. 
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